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UNITED STATES COURT OF APPEALS, 
FOR THE SECOND CIRCUIT. 


Docket No. 75-7503 


SUSAN TANNENBAUM, 


n? 


-agatnst- 


ROBERT G. ZELLER, et al., 
Defendants-Appell 


ON APPEAL FROM THE UNITED STATES DISTRICT COURT FOR 
SOUTHERN DISTRICT OF NEW YORK. 


RELEVANT DOCKET ENTRIES 


Complaint filed and Summons issued. 


baal 


Answer to Complaint of defendants F. 
F 


Eberstadt & Co., Inc., . Eberstadt 
& Co. Managers and Distributors, Inc., 


and Robert G. Zeller filed. 


10/8/71 Answer to Complaint of defendant 
Chemical Fund, Inc., filed. 


10/2/74 Pre-trial Order filed. 


12/17/74 Order of voluntary dismissal without 
prejudice filed as to all defendants 
other than defendants F. Eberstadt 4& 
Co., Inc., F. Eberstadt & Co. Managers 
and Distributors, Inc., and Robert G. 
zeller. 


12/16/74- Trial without a jury before Hon. Robert 
12/18/74 L. Carter 


twsaurts Opinion of Hon. Kobert L. 
Gismissing Complaint filed. 


Judgment dismissing Complaint as 
against defendants ". Eberstadt & Co., 
Inc., F. Eberstadt & Co. Managers ana 
Distributors, Inc., and Robert G. 
Zeller filed. 


8/27/75 Plaintiff's Notice of Appeal filed. 
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COMPLAINT. 


UNITED I E )T I C : 
SOUTHERN DISTRICT OF NEW YORI 
SUSAN TAI NBAUM : 
P) 1 ¢ 
agailr 
MPI 
| . 
Defendants : 
| 
« “ - o- o - « - - = = o - - x 
Plaintiff allege yn information and belief “ce; 
aragraph l whict ylaintiff& allege upon owledae: 
FIRST CA E_OF ACTION 
1. Plainti wns shares of Chemical d, Ine 
(thi PF i") and ha owned Fund shares continuot sly since 
' prior to the time of the transactions alleged. 


2. (a) Plaintiff brings this action derivatively 


on behalt in the riqght and for the benefit of the Pund. 


this Court jurisdiction it does not otherwise have. 
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3. Jurisdiction is under the Investment Company 
Act of 1940, the Securities Act of 1933, the Securities 
Exchanye Act of 1934 and rules and regulations under each 
(collectively hereinafter called the "Acts"). Defendants' 


. 


acts allege? constitute violations of the Acts. 


4. (a) The Fund is a Delaware corporation oryanized 


+ 


in 1938. It has authorized approximately 35 millien shares, 
of which there are outstanding some 31 million shares owned by 


about 67,000 shareholders. 


(b) The Fund had net assets of about $532 million, 


at December 31, 1970, which assets have since increased. 
(c) The Fund's activities are conducted through 
usec cf mails and instrumentalities of interstate commerce 
5. The Fund is registered under the Investment 


Company Act of 1940 as an open-end diversified investment 


company, known as a mutual fynd. Its offices are at 61 
way, in the Souti?rn District of New York. u 
6. F. Eberstadt & Co. Managers'S Distributors, Ince. 


(Adviser") is a Delaware corporation with offices in New York 
City and acts as both adviser and distributor for the Fund 
Adviser's stock is wholly owned by F. Eberstadt & Co., Inc., 
Eberstadt & Co. 


a New York corporation that succeeded to F. 


Novembe, 1, 1969. 


7. At all material times herein, the directors of 


the Fund were Messrs. F. Fherstadt (now deceascd), Williams, 
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Porter, Coles, Dorsett, Avery, Driscoll, A. W. Eberstadt, 
Hobbs, Marek, Minot (until 1970), Murray, Richard, Rusk, Fox 


(since 1970), Schneider and Zeller. 


8. The Fund employs the Adviser, pursuant to written 
agreement ("Agreement") whereby Adviser furnishes the Fund with 
various services including research, statistical and advisory 
services. Prior to April 1, 1970, the Fund paid the Adviser a 
quarterly management fee based upon the average daily net assets 
of the Fund. The management fees (excluding payments to non- 
affiliated directors) for 1965, 1966, 1967, 1968 and 1969 were 
respectively $1,160,563, $1,268,590, $1,428,228, $1,505,231 
and $1,521,868. In or about March 1970, defendants presented 
to Fund shareholders a new management agreement which included 
a revised schedule of fees to the Adviser based upon revised 
criteria, including relationship of performance by the fund 
compared against a Standard & Poor Industrial Index. Pursuant 
to such formula, the 1970 jiaiaeiaiias fee was $1,662,203; had 
such new formula been in effect from 1960 to 1969, the manage- 
ment fees paid by the Fund to the Adviser would have been 


increased by a total of $2,392,000. 


9. The Adviser also makes sales agreements with 
dealers, at discount from offering prices at prices based on 
the net asset value of Fund shares. Gross sales commissions 


paid by shareholders range from 8.5.2 on smaller sales to 9.5 


on sales over ¢},000,000. For the year ended 1966, 1967, 1968, 
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1969 and 1970, gross sales commissions paid the Adviser were 
$2,126,000, $1,599,900, $1,441,000, $1,328,000 and $2,099,000, 


respectively. 


10. By means of the foregoing, the Adviser earns 
large fees and commissions from management and control of the 
Fund, as well as from its simultaneous performance of like 
functions for the Eberstadt Pund, Inc., which the Adviser 
also manages and controls; further income is derived from 


business conducted by its parent, F. Eberstadt & Co., Inc. 


ll. The Adviser exercises de facto control over the 
Fund and fixes and determines the Fund policies and activities. 
Pursuant thereto, defendants caused the Fur.d to purchase and 
sell numerous portfolio securities. The Fund 1s a source of 
large brokerage commissions for brokers and dealers who 
execute purchases and sales of securities (‘portfolio trans 


actions") on and outside of the national securities exchanges. 


12. To enable the Adviser to benefit itself and other 
defendants and to increase the Adviser's fees and profits from 
the Fund, the Adviser used its control of the Fund to e] iminate 
any possibility that the Fund might benefit from its own broker- 
age pusiness by utilizing various methods of reducing brokerage 
commissions paid by the soil The Adviser caused the Fund to 
pay the laryest brokeraye commissions for portfolio transactions, 
to benefit the Adviser and to require executing brokers to 


pay portions of their commissions to:other brokers and dealers 
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who sell Fund shares or supply services and materials to the 
‘ 
Adviser or its parent. ‘hus the Adviser indirectly received 


increased management fees, as wcll as other services and 


materials. 


13. For the years 1966, 1967, 1968 and 1969, brokerage 
commissions paid by the Fund on portfolio transactions amounted 


to $447,653, $617,787, $501,604 and $472,771, respectively. 


14. The Fund's prospectuses and proxy statements statc 
that for 1966, $379,752 of the commissions were allocated to 
dealers as an additional reward for the sale of Fund shares 
and $42,900 was allocated to dealers who provided statistical 
research information to the Adviser. The figures for 1967 
were $510,346 and $61,000; for 1968, $430,150 and $45,967; 


and for 1969, $363,036 and $46,454. 


15. As a result of defendants' above acts, the Fund 
has been deprived of substantial benefits. Such allocations 


of commissions constitute an illegal rebate to d°clers, and 


an additional, unlawful benefit to the Adviscr. 


16. Such commissions so allocated and the portions 
of all commissions paid on portfolio transactions allocated to 
non-executing brokers were property of the Fund, and were 


unlawfully diverted by the Adviser, to the damaye of the Fund. 


17. Such allocations of brokerage commissions to 


brokers or dealers supplying services to the Adviser or selling 
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Fund shares, but who did not actually execute the portfolio 


transactions, were designed to and did benefit the Adviser and 


the other defendants. 


18. The prime purposes 1n making such allocations 
to said brokers or dealers has been to provide additional 
compensation for the sale of Fund shares (in addition to the 
regular sales commissions) and for the rendition of other 


services to the Adviser. 


19. Said allocations deprive the Fund of its right 
to have portfolio transactions executed ‘by brokers and dealers 
selected solely for efficiency in execution. It would have 
been possible for the Fund to arrange for lower brokerage 
costs by executing portfolio transactions in the so-called 
“Third Market", and by other execution methods at lower cost 
to the Fund. Such Third Market consists of dealers who make 
markets in securities for institutional investors, without 
minimum commission restrictions. Instead, the Fund is caused 
to pay the largest brokerage commissions to permit the Adviser 
to benefit by allocating said commissions as aforesaid. Such 


allocations confer no financial benefit on the Fund, but cause 


.damage to the Funi. 


20. ‘The aforesaid methods of portfolio transaction 
executions enabled the Adviser to require brokers and dealers 
engaged in executing such transactions to give up a portion of 


their commissions to firms designated by the Adviser and 
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still retain sufficient portions thereof to profit therefrom. 
21. The power to allocate commissions is an asset 


of the Fund. Defendants are under a fiduciary duty to exercise 
such power and execute portfolio transactions solely in the 
Fund's interest, without benefit to themselves, by effecting 


portfolio transactions at the lowest cost to the Fund. 


22. By so misusing such power, defendants enable 
the Adviser and those receiving said allocations to deriv 
benefits and deprire the Fund of benefits of reduced commissions 
because: 

(a) such allocations relieved the Adviser of the 
necd to itself pay additional compensation toits selling 
brokers and dealers. 

(b) Such allocations provided extra stimulation 
for sale of Fund shares and increased the fees and commissions 
to the Adviser without benefit to the Fund. 

(c) . The Adviser was relieved of expenses for 
research, statistical and investment materials and services, 
quotations, advisory and economic data which it was obligated 
to furnish to the Fund, and for which it was compensated by 


the Fund. 


23. James J. Minot, while a director, received 
$3,000 per annum from the Fund from 1966 through 1968. As a 


partner of the brokerage firm ot Paine, Webber, Jackson 
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Curtis, he also had an interest in amounts received by such 


' 


firm during the years 1966 through 1968, respectively, of 


$124,272, $53,111 and $39,142 as reallowances on sales of 


Fund shares and $84,588, $73114 and $14,912 as net brokerage 


' 
commissions paid by the Fund. 


24. Defendants caused or permitted the actions herein 


complained of by use of mails and of means and instrumentalities 


of interstate conmerce, with knowledge or notice of the facts 


and illegality of practice, and pursuant to a plan to benefit 


themselves and thus damage the Fund. Said actions were com 


mitted in bad faith, were gross abuse of trust, gross negligence 


and disregard of fiduciary ditues, gross misconduct and willful 


misteasance. 


25. Demand upon the Fund to bring this action would 


be futile because those 1n control of the rund are the wrong- 


doers and will not sue themselves. Control of such action by 


the directors would thus be control by the wrongdoers, thus 


preventing diligent prosecution. 


26. Demand upon the shareholders of the Fund to 


bring this action 's unnecessary and would be Lutile because: 


(a) the wrongs constituted violations of the Acts 


and could not be ratified by the shareholders. 
(b) The wrongs constituted gross abuse of trust 


ned Converts bor utiatet tle Acts ott etertital eth Par CAG vd by 


rnanimous action. 
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(c) Management of Fund affairs, including 
~ : . 
institution of actions, is in the directors alone. 


(ad) A shareholder resolution to bring such 

action would be futile, since it would place control of such 
n the hands of the wrongdoers. 

(e) Demand would place unconscionable burden 
on the plaintiff in soliciting proxies from Fund shareholders. 

(f) Demand would cause unduc delay, be prejudicial 
and create danger of barring claims through operation of the 
statute of _imitations or laches. 


(g) Shareholders are too numerous to make it 


practicable to bring them all before this Court. 


27. Plaintiff has no adequate remedy at law. 


SECOND CAUSE OF ACTION 


28. Plaintiff realleges paragraphs "1" through "27". 


29. As the Fund grew from net assets at year-end 
1958 of some $196,000,000 to about $532,000,000 at year-end 


1970, brokerage commissions substantially increased. The 


Adviser recognized that brokerage commissions are payment for 
investment information as well as execution of portfolio 
transactions, and the Fund prospectus stated that brokerage 
commissions are @irected to brokers in return for such invest-~ 
ment information as well as exccution of portfolio transactions, 


and brokerage conmissicns are directed to brokers in return for 


sale of Fund sharcs. 


we 
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30. The Fund's net assets increascd substantially 


through the years, due in large part to sale of Fund shares. 
Thus, at year-end 1958 when net assets were approximately 
$196,000,000, net assets per share were $9.93 and at December 31, 
1970, wHen net assets were approximately $532,000,000, net assets 
per share were only $17.13. Since 1970, under the new management 
agreement which comp-res performance against the Standard & Poors 
Industrial indices and in part bases the Adviser's fees upon such 


comparison, the fees paid the Adviser will increase and become 


more unreasonable, since they are based upon unfair criteria. 


31. The new management agreement, in effect since 
1970, was prepared and presented to stockholders for their 
approval without determining whether such management services 
could be secured elsewhere on terms more advantageous Lo Liic 
‘ Pund, or whether the Adviser could continue to perform said 


services for less, all of which was not disclosed to the 


stockholders. 


32. The benefits received by the Adviser from the 
alloc«cions described, when added to fees received by the 


Adviser, insures that the total compensation paid by the Fund 


would be and has been unfair and unreasonable. 


33. The same facilities and services used by the 
Adviser to supply services to the Fund are used by certain 


defendants to render services to clicnts and to another mutual 


Mos 
~~ 
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fund c itrolled by them, and they charge additional fees and 
expenses ant utilize practices of allocations in connection with 
such other fund, without diminution of fees from the Fund. 

The benefits to defendants from such interrele-ed activities 


further render excessive the fees and charges derived from 


the Fund by Adviser. 


34. The Adviser's duties with the Fund remaincd 
substantially constant over the years, although its fees in- 
creased substantially. Expenses to the Adviser, in dollars, 
of supervising the Fund have also remained substantially con- 
stant despite the increasing size of the Fund. But because 
of the method of computing the Advisers fees, the expense 
ratio of the Fund has not declined substantially, although net 


assets have multiplied. 


35. The Agreements between the Fund and the Adviser 
were Collusively established and did not result from arm's 


length bargaining, since affiliated persons control and dominate 


the Fund. 


36. The fund and anotuer mutual fund are mutually con- 
trolled by certain defendants and under mutual investuent 
management and common distribution of defendants. As a result, 
defendants comingle the allocation of commissions from port- 
folio transactions of both funds, to their own benefit and to 


the damage of the Fund. Thus the assets of the Fund are 
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utilized for the benefit of defendants in their common control 
of both funds and for their other clients, in violation of 
requirements of the Investment Company Act of 1940 which 


requires segregation of each fund's assets. 


WHEREFORE, plaintiff demands judgment 

(a) requiring defendants, other than the Fund, 
jointly and severally to account to the Fund for its damages 
and for the profits ard other benefits derived by defendants, 
or any of them, directly or indirectly, as a result of the acts 
and transactions herein alleged; 

(b) requiring defendants to tepay the Fund all 
moneys received by them from the Fund during the period of 
violations; 

(c) restraining and enjoining defendants, their 
employees and agents, from continuing to commit the acts herein 
alleged; 

(d) determi.iing that defendants' brokerage 
methods and practices herein alleged eu violations of the Acts; 

(e) awarding plaintiff the costs and disburse- 
ments of this action, attorneys’ fees and accountants’ fees 
and expenses, 

(f) granting such other relief as may be just. 

Abraham J. ll 
Attorney for Plaintiff 
10 East 40 Street 


New York, New York 10016 
Tel. (212) 683-0107 
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STATE OF NEW YORK ) 
: SS.3 
COUNTY “F NEW YORK ) 


SUSAN TANNENBAUM, being duly sworn,, deposes and 


says that she is the plaintiff in the within action; that she 


has read the foregoing complaint and knows the contents thereof; 


that the same is true to her own knowledge except as to 
matters therein stated to be alleged on information and 


and that as to those matters she believes it to be true. 


K/ a Susan Tanne 3pv0? 


Sworn to before me this 


BO day of Arere , 1971. 

ky TJoserprw JT Berman 
Noraey Pore , STATE OF N.Y 
# 24-5)90750 
Cu Ac. Fed) in Mises Cry 


LMM 1S810% © MIRES J) 4 Rew 3¢.4972 


the 


hbelic 


€ 


as 


A-15 


ANSWER OF DEFENDANTS F. EBERSTALCT & CO., INC., et al 


UNITED STATES DISTRICT COURT 


SOUTHERN DISTRICT OF NEW YORK 


SUSAN TANNENBAUM, : 
Plaintifz, : 71 Civ. 2104 
~against- 3 ANSWER 
ROBERT G. ZELLER, et al., 


Defendants. 


Defendants F. Eberstadt & Co., Ifc., FP, Eberstadt 
& Co. Managers and Distributors, Inc. and HKobert.G.. Zeller, 
by their attorneys Sullivan ¢ Cromwell, answering the com- 


plaint herein: 


FIRST CAUSE OF ACTION 

1. Deny knowledge or information sufficient to 
form a belief as to the truth of the allegations contained 
in paragraph 1 of the complaint, except admit that records 
maintained by Chemical Fund, Inc. (the “Fund") disclose that 
a person named Susan Tannenbaum is an owner of record of 
share» of the Fun. 

2. Deny each and everry allegation contained in 
paragraph 2 of the complaint, «xcept admit that they have 
not been in collusion with any party to confer on this Court 
jurisdiction it would not otherwise have. 

3. Deny each and ev y allegation contained in 
paragrapiis 3, 12, 14, 15, 16, i7, 22, 24, 25, 26 and 27 of 


the complaint. 


ANSWER 


4. Deny each 
NI 
, , paragraph 4 of the compl 


a belaware corporation o 


capital stock is 35 mill 
inn as of Decenber 31, 1 
imately 67,000 sharehold 
$532,361,416 as of Decem 
increased during the per 
May 11, 1971; and that f 
of the United States mai 
interstate commerce for 
5. Deny each 
paragraph 6 of the cornl 
& Co. Managers and Distr 
' corporation with offices 
| and distributor for the 
owned by F. Eberstadt & 
6. Deny knowl 
, form a belief as tc the 
' paragraph 7 of the conpl. 
of the phrase ‘at all ma 
that the persons ii sted 
at certain times served 
7. Seny each 
paragraph 9 of the compl 
distributor of the Fund' 
public through non~affil 
p. ‘ce that includes a co 


all.ved to non-affiliate 
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and every allegation contained in. 
aint, except admit that the Fund is 
rganized in 1938, that its suthorized 
ion shares, tliat there were outstand- 
970 31,067,056 shares owned by approx- 
ers; that it had net assets of 

ber 31, 1970; that the Fund's assets 
fod between December 31, 1970 and 

rom time to time the Fund makes use 
ls and other instrumentalities of 
certain purposes, 

and every allegation contained in 
aint, except admit that F. Eberstadt 
ibutors, Inc. ("M&D") is a Delaware 
ii. New York City and acts as adviser 
Fund and that its stock is wholly 
Co., Inc. 

edge or information sufficient to 
txuth of the allegations contained in 
aint in the absence of a definition 
terial times herein," except admit 

ir, parayraph 7 of the complaint have 
as directors of the Fund. 

znd avery allegation contained in 
pint, except admit that M&D acts as 

s shares, which are cffered to the 
fated dealers at a public offering 
mission, a portion of which is re- 


i dealers, which Gecreases with the 
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size of an order in accordance with a formula set fort. in. 
the Fund's prospectus. For the years ended 1966, 1967, 1968, 
1969 and 1970, gross sales commissions paid to M&D were 
approximately $2,126,000, $1,599,000, $1,411,900, $1,328,000 
er $2,099,060, respectively, from which the following 
amounts w2re reallowed to non-affiliated dealers: 1966-- 
$1,677,000,; 1967--$1,237,000; 1968--$1,118,000; 1969~- 
$1,034,000; 1970--¢1,620,000. 

8. Deny each and every allegation contained in 
paragraph 10 of the complaint, except admit that M&D also 
acts as adviser to The Eberstadt Fund, Inc. 

9, Deny each and every allegation contained in 
paragraph 11 of the complaint, except admit that the Fund 
pays brokerage commissions on portfolio transactions executed 
on natioial securities exchanges. 

10. Admit the allegations contained in paragraph 13 
of the complaint, except aver that brokerage commissions paid 
by the Fund in 1969 in connection with Fund portfolio trans- 
actions were $472,757. 

11. Deny each and every allegation contained in 
paragraph 18 of the com,.aint, except admit that it is the 
policy of the Fund that no brokerage business will be placed 
with any broker-dealer if, in the opinion of the Fund, the 
most favorable price and execution would not be obtained. 
Broker-dealers may receive orders to buy and sell securities 
for the Fund’s portfolio end receive the resulting Lrokerage 


commissions. There is no undertaking or agreement to allocate 
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such business to broker-dealers On any prescribed basis. 
However, the extent to which such broker-dealers have sold 
shares of the Fund or have proviced statistical and rescarch 
information to the investment adviser are important factors 
in such allocation.. 

J2. Deny each and every allegation contained in 
paragraph 15 of the complaint and aver that all transactions 
by the Fund are executed on a most favorable price and 
execution basis, 

13. Deny each and every allegation contained in 
paragraph 20 of the complaint, except admit that prior to 
December 5, 1968, certain brokers were willing to give up a 
portion of their commissions to designated firms. 

14, Deny each and every allegation contained in 
paraqrapn 21 of the complaint, evfepe te the extent that such 
paragraph asserts conclusions of law which these defendants 
are not called upon to admit or deny. 

15. Deny each and every allegation contained in 
paragraph 23 of the complaint, except admit that James J 
Minot, as a director of the Fund, received directors! fees 
of $3,000 nor annum frem the Puna prior to his retirement 
from the Beard on March 20, 1970 and aver on information and 
belief that as a limited partner of the stock exchange firm 
of Paine, Webber, Jackson & Curtis he also had an interest 
‘in amount received by that firm as dealer -iles commissions 
and as brokerage commissions and that the ... nts received 
by such firm during the years 1966 through 1968 were as 


follows: 


ey 
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Brokerage Cormissions 
after Reallowance to 


Year = Dealer Sales Commissions oS A 
1966 $124,272 $84,588 
1967 + 53,1333 $73,114 
1968 $ 39,142 $14,912 


SECOND CAUSF OF ACTION 

16. In answer to paragraph 28 of the complaint 
repeat and reallege their answers to paracsraphs 1 through 27 
of the complaint as if set forth in full herein. 

17. Deny cach and every allecation contained in 
paragraph 29 of the complaint, except refer to the Fund's 
prospectuses for the statements contained therein. 

18. Deny each and every allegation contained in 
paragraph 30 of the complaint, except admit that, as of 
December 31, 1958, the Fund's nat assets were $196,376 ,283 
and the net asset value per share (adjusted for stock split) 
was $9.93 and that, as of December 31, 1970, the Fund's net 
assets Were $532,361,416 and the net asset value per share 
was $17.13 and after adjustment for reinvestment of capital 
gains distributions was $25.75. 

19. Deny each and every allegation contained in 
paragraphs 31, 32, 33, 34, 35 and 36 of the complaint. 

FIRST AFFIRMATIVE DEFENSE 
TO BOT! CAUSES OF ACTION 

The claims asserted in the complaint are barred 

in whole or in part by applicable statutes of limitations. 


SECOND AFFIRMATIVE DEFENSE 
TO_ROTH CZUSES OF _ACTICN 


The claims assertec in the complaint are barred 


in whole or in part by laches. 
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THIRD APPIN’ NTIVE DEPENSE 
TO_BOTH CAULS OF ACTION 


Plaintiff faile@ to make the demand required by 
law upon the dircctors and stockholders of the Fund and such 
failure is not excused by the allegations contained in para- 
graphs 25 and 26 of the complaint. 


FOURTH AFFIRMATIVE DEFENSE 
_20 BOTH CaUS''o OF ACTION 


The claims asserted in the complaint are barred in 
whole or in part by the judement of che Delaware Court of 


Chancery in an action entitled Meizzinan Vv. Eberstadt, 


FIFTH AFFIR™.TIVE DEFENSE 


TO ROTH CAUS''S CF ACTION 


The management fees paid by the Fund and the 
brokerage practices of the rund have been fully and fairly 
@iscloesd ts the shareholders of the Fund and accepted and 
ratified by thew, and plaintiff is therefore estopped to 
assert the claims alleged in the complaint. 

WHEREFORN, these defendants demand judgment dis- 
missing the complaint and awarding them the costs and dis- 


burserients of this action. 


Dated: Mw York, ilaw York 
September 23, 1971 


SULLIVAN & CROMWELL 


MARVIN SCHWARTZ 
By 


“(A Memncn Of the Firm) 


Attorneys for Defendants 
Pr. Eberstadt & Co., anes 3 
FF. Eberstadt & Co, Managers 
and Distriiutors, Ine. and 
Robert G. Zcller, 

48 Wall Street, 

New Yori, iiew York 10005. 

(212) WA 2-8100 
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UNITED STATES DISTRICT COURT 


SOUTHERN DISTRICY OF NEW YORK 


SUSAN TANI=NBAUM, 
71 Civ. 2104 
Plaintiff, 
- against - : ANSWER 


ROBERT G. ZELLER, et al., 
Defendants. 
Defendant Chemical Fund, Inc. (the "Fund , by its 


attorneys, Walsh & Frisch, answering the complaint nerein: 


FOR TTS ANSWER TO 


FIRST CAust OF ACTION 


1. Denies knowledge or information sufficient to 
form a belief as to the truth of the allegations contained in 
paragraph 1 of the complaint, except admits that Susan 
Tannenbaum is an owner of record of shares of the Fund. 

2. Denies ch and every allegation contained in 


paragraph 2 of the complaint, except admits that it has not 


been in collusion with any party to conifer on this Court juris- 


diction it would not otherwise have. 

3. Denies exch and every allegation conta:.ed in 
Paragraphs 3, 12, 14, 15, 16, 17, 22, 24, 25, 26 and ?7 of the 
complaint. 

4. Denies each and every allegation contained in 


paragraph 4 of the complaint, except admits that the Fund is a 


| 


| 
| 
| 
| 
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Delaware corporation organized in 1938, that its authorized 
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capital stock is 35 million shares, that there were outstanding 
as of December 31, 1970 31,067,056 shares owned by approxinately | 
67,000 shareholders; that it had net assets of $532,361,416 as | 
of December 31, 1970; that the Fund's assets increased during 
the period between December 31, 1970 and May 11, 1971; and that 
from time to time the Fund makes use of the United States mails 
and other instrumentalities of interstate commerce for certain 
purposes. 

5. Denies each and every allegation contained in 
paragraph 6 of the complaint, except admits that F. Eberstadt 
& Co. Managers and Distributors, Inc. ("M&J") is a Delaware 
corporation with offices in New York City and acts as adviser | 
and distributor for the Fund and that its stock is wholly owned 
by F. Eberstadt & Co., Inc. 

6. Denies knowledge or information sufficient to 
form a belief as to the truth of the allegations contained in 


paragraph 7 of the complaint in the absence of a definition 


of the phrase "at all material times herein," except admits 


that the persons listed in paragraph 7 of the complaint have 
at certain times served as directors of the Fund, 


7. Denies each and every allegation contained in 


paragraph 9 of the complaint, except admits that M&D acts as 
distributor of the Fund's shares, which are offered to the 


public through non-affiliated dealers at a public offering 
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Price that includes a commission, a portion of which is re- 
allowed to non-affiliated dealers, which decreases with the 
Size of an order in accordance with a formula set forth in 

the ‘Fund's prospectus. For the years ended 1966, 1967, 1968, 
1969 and 1970, gross sales commissions paid to M&D were 
approximately $2,126,000, $1,599,000, $1,441,000, $1,328,000 
and $2,099,000, respectively, from which the following amounts 
were reallowed to non-affiliated declers: 1966--$1,677,000; 
1967--$1,237,000; 1968--$1,118,000; 1969--$1,634,000; 1970-- 
$1,620,000. 

8. Denies each and every~allegition contained in 
paragraph 10 of the complaint, except admits that M&D also acts 
as adviser to The Eberstadt Fund, Inc. 

9. Denies each and every allegation contained in 
paragraph 11 of the complaint, except admits that the Fund pays 
brokerage commissions on portfolio transactions executed on 
natirnal securities exchanges. 

10. Admits the allegations contained in paragraph 13 
of the complain., except avers that brokerage commissions paid 
by the Fund in 1969 in connection with Fund portfolio trans- 
actions were $472,757. 

11. Denies each and every allegation contained in 
paragraph 18 of the complaint, except admits that it is the 
policy of the Fund that no brokerage business will be placed 
with any broker-dealer if, in the opinion of the Fund, the 


most favorable price and execution would not be obtained. 


Hl 


_——— ST 
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broker-dealers may receive orders to buy and sell securities 
for the Fund's portfolio and receive the resulting brokerage 
commissions. There is ac undertaking or agreement to allocate 
such business to broker-dealers on any prescribed basis. 
However, the extent to which such broker-dealers have sold 
ares of the Fund or have provided statistical and research 
information to the investment adviser are important factors in 
such allocation. 
12. Denies each and every allegation contained in 
paragraph 19 of the complaint, and avers that all transactions 
by the Fund are executed on a niost favorable price and 


execution basis. 


13. Denies each and every allegation contained in 
paragraph 20 of the complaint, except admits that prior to 


December 5, 1968, certain brokers were willing to give up a 


portion of their commissions to designated firms. 
14. Denies each and every allegation contained in 


paragraph 21 of the complaint, except to the extent that such 


paragraph asserts conclusions of law which this defendant is not 
called upon to admit or deny. 

15. Denies each and every allegation contained in 
paragraph 23 of the complaint, except admits that James J. Minot, 
as a director of the Fund, received directors' fees of $3,000 
per annum from the Fund prior to hie retireme:.t from the Board on 


March 20, 1970, and avers on information and belief that as a 


limited partner of the stock exchange firm of Paine, Webber, 


SSE 
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Jackson & Curtis he also had an interest in amounts received 
by that firm as dealer sales commissions and as brokerage 
commissions and that the amounts received by such firm during 
the years 1966 through 1968 were as follows: 


Brokerage Commissions 
after Reallowance to 


Year Dealer Sales Conmissions Others aoe 
1966 $124,272 $84,588 
1967 $ 53,111 $73,114 
1968 $ 39,142 $14,912 


FOR [TS ANSWER TO 
: SECOND CAUSE OF 4. TION 


16. In answer to paragraph 28 of the complaint, 
repeats and realleges its answers to paragraphs 1 through 27 
of the complaint as if set forth in full herein. 

17. Denies each and every allegation contained in 
paragraph 29 of the complaint, except refers to the Fund's 
prospectrises for the statements contained therein. 

18. Denies each ard every allegation contained in 
paragraph 30 of the complaint, except admits that, as of 
December 31, 1958, the Fund's net assets were $196,376,283 
and the net asset value per share (adjusted for stock split) 
was $9.93 and that, as of December 31, 1970, the Fund's net 
assets were $532,361,416 and the net asset value per share was 
$17.13 and after adjustment for reinvestment of capital gains 
distributions was $25.75. 

19. Denies each and every allegation contained in 


paragraphs 31, 32, 33, 34, 35 and 36 of the complaint. 
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FIRST ArFIRMATIVE DEFENSE 
TO BOTH CAUSES OF ACTION_ 


The claims asserted in the complaint are barred in 
| whole or in part by applicable statutes of limitations. 


I SECOND AFFIRMATIVE DEFENSE 
| TO BOTH CAUSES OF ACTION 


| Plaintiff failed to make the demand required by law 
upon the directors and stockholders of the Fund and such failure 


| 
4 
| is not excused by the allegations contained in paragraphs 25 
{ 


and 26 of the complaint. 


TO BOTH CAUSES OF ACTION 


| 
| THIRD AFFIRMATIVE DEFENSE 
} 


The claims agserted in the complaint are barred in 
| whole or in part by the judgment of the Delaware Court of 


| Chancery in an action entitled Meiselman v. Eberstadc. 


FOURTH AFFIRMATIVE DEFENSE 
| TO BOTH CAUSES OF ACTION 


i The management fees paid by t 2 Fund and the brokerage 

| practices of the Fund have been fully and fairly disclosed to | 

the shareholders of the Fund and accepted and ratified by them. 
WHEREFORE, che Fund demands judgment dismissing the 


complaint and awarding it the costs and disbursements of this 


action. 


Dated: New York, New York 
October 6, 1971 


WALSH & FRISCH 


ie hy AES SE 


(A Member of /the Firm) 
Actorneys for Defendant 
Chemical Fund, Inc. 
250 Park Avenue 
anu New York, New York 10017 
| (212) MU 7-7161 | 
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UNI , ISTRI CT 
SOUT! : I EW \ 
SUSAN UM, 
lin:tiff, » x 2 1 (RI 
~against= PPESTRIAL, ORD 
RO}! LLIR, et al., 
ote ints $ 
eo cl I sits - x 
The attorneys for the parties naving met at tne 
directio of the Ourt purs - AL le of the ec 
Rules of Civil Procedure, th« following action was ta! 
1, The pleadings were deemed amended in accordar 


with the framing of the issues in this action in sub- 
Paragraphs 3(b) and 3(c) ot tnis Pre-Tria! Order. 

2. The parties agreed that the trial of this 
action shall be based upon this Order and upon the pleadinus 


as amended thereby. 


3% {a} The parties stipulate that the following 


reserviig the right to object to the materiality of any 
such stipulated fact and its relevance to the issues). 

(i) Since prior to 1/1/65 plaintiff has 
been and still is the record owner of shares of Chemical 
Form, tne, ¢*rund*) ; 


(ii) Plaintilt beings this action 
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(211) Metter in cont wercy, 
of interest and costs, excerds the sum of $)0, >.00 

(iv) Plaintiff and defendant Rober G 
Zeller are citi: of th tate f ew Y k F. Eberstadt 
& Co., Inc. and F. Eberstadt & Co., Managers & Distributors, 
Inc. have their principal places of businéss in New York, 
New re 

(v) The Fund is 4 Delaware corporatio: 


organized in 1938; its authorized capital stock is 
150,900,000 shares, of which 92,62],460 Shares wer 
standing as of 12/31/73, owned by more than 100,990 share- 
holders 

(vi ‘he Fund had net assets of 
$433,849,751 on 12/31/65 and $897,333,945 on 12/31/73. 

(vii) Since prior to 1/1/65 and from tii« 
to time to date che Fund makes use of the United States 
Nails and other instrumentalities of interstate commerce in 
the course of its business. 

(viii) The Fund, since prior to 1/1/65 
has been registered under the Investment Company Act of 
1940 as an open-end diversified investment company, known 
as a mutual fund. Its objective is to attain growth of 
capital and income by investing in companies whose business 
is in certain aspects of the’sciences. The Fund's offices 
are at 61 Broadway, in the Southern District of New York. 

(ix) The Fund's manager and the 

distributor of its shares, pursuant to written contracts, hi 
beer since prior to 1/1/65 F. Eberstadt & Co., Managers & 


Distributors, Inc. ("M&b"), a Delaware corporation. Since 


‘ 


St aan ah einen 
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various wanagement, scatistical, accounting scrvices, provide: 
to the Fund advice and recommendations with respect to 


investment decisions and, subject to the Fund's Board of 


Directors, manages and supervises the business and affairs 
of the Fund. M&D also provides to the Fund office space 
and ordinary clerical and bookkeeping services. At all 


times since prior to 1/1/65 M&D has been a member of the 
National Association of Securities Dealers, Inc. ("NASD"). 

(x) FP. Eberstadt & Co., Inc. ("Eberstadt"), 
a Delaware corporation, until 11/1/69 a partnership known 
as F. Eberstadt & C>., has owned all of the capital stock 
of M&D since 1/1/65 ana at all times prior thereto. Eberstadt 
is and .<s been since 1962 a nember firm of the New York 
Stock Exchange and a member of the NASD and ir 1968 became 
an Associate Member of the American Stock Exchange and 
subsequently a member. By direction of the Fund's Board of 
Directors, Eberstadt has never acted as a broker or dealer 
in the execution of portfolio transactions for the Fund. 
Each year M&D has recommended that Eberstadt not act as a 
broker or d-aler in the execution of portfolio transactions 
fur the Fund. 

(xi) At all times since prior to 1/1/65 
a majority of the Fund's Board of Directors have been 
neither "affiliated" nor “interested persons" within the 
meaning of §§ 2a(3) 2a(19), 10(a) and 10(b) of the Invest- 
ment Company Act. Since 1/1/65 the directors of the Fund 
have consisted of Messrs. F. Eberstadt (now deceased), 
Williams, Porter, Coles, [forsett, Avery (until 1968), Driscoll, 
A. W. Eberstadt (until 1973), Hobbs, Marek (until 1970), Murray, 
Richard (until 1974), Rusk, Fox, Schneider and Zeller. 

(xii) From prior to 1/1/65 until 4/1/70, 

he Fund paid MSO a quarterly manazemane f22 based upon the 


+ Vee 


weragea «! aot 3 O£ Ele sind 
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(xiii) The management fees for the years 


1965 through 1969 were: 


YEAR AMOUNT 

1965 $1,160,563 
1966 1,268,590 
1967 1,428,228 
1968 1,505,231 
1969 1,521,868 


(xiv) On 3/20/70 the Fund's shareholders 
approved a new management agreement which included a revised 
schedule of fees to M&D ».sed in part upon the investment 
performance of the Fund. 

(xv) On 5/14/71 the shareholders approved 
a revision of the schedule of fees to be paid to MSD. 
(xvi) The management fee in each of the 


years 1970 through 1973 were: 


YEAR AMOUNT 
1970 $1,662,203 

1971 2,247,468 

4 1972 3,097,640 
1973 3,631,470 


(xvii) M&D-has since prior to 1/1/65 been the 
Fund's “principal underwriter” within the meaning of Section 
2(a) (29) of the Investment Company Act. Pursuant to contract 
with the Fund, MsD has arranged for the sale of Fund shares 
to the public through unaffiliated securities dealers at a 
price equal to net asset value plus a sales charge. M&D 
undes the terms of the contract, retains less than 25% of the 


sales charge and allows the balance as concessions to dealers. 
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(xviii) Since prior to 1/1/65, the Fund's 
Certificate of Incorporation, Article Eighth, Section B. 3(b) 
has provided as follows: “{t}]he Board of Directors shall have 
power .. . to authorize the issue of sales of shares 
from time to time ., . fora consideration, per share, tc 


the [Fundj not less than the asset value, per share, of the 
outstanding shares of the {Fund]." 

Also since prior to 1/1/65, the Fund's Certificate 
cf Incorporation, Article Eighth, Section B.3 has provided 
that the Board of Directors has fhe power to "determine, in 


accordance with accepted accounting principle, what 


constitutes . . . net assets 
In addition, the Fund shareholders approved on 

March 14, 1972 an amendment to the Fund's Certificate of 

Incorporation with respect to the powers of the Board of 

Directors as they related to portfolio brokerage. This amend- 

ment added to the Certificate of Incurpuration the under- 

scored language below: 


"BRB, The Board of Directors shall have the entire 
management and control of the property, business and 
affairs of the Corporation, and is hereby vested with 
all the powers possessed by the Corporation itself so 
far as this delegation of authority is not inconsistent 
with law or this Certificate of Incoerporation. .In 
furtherance and without limitation of the foregoing 
provisions, it is expressly declared that, subject to 
this Certificate of Incorporation, the Board of 
Directors shall have power: 


Peo en ee! ee ee Oe Oe 2 a 


"8. To determine in their aiscretion the manner 
| Shes oe in the m 
and purposes of the allocation of brokerage commissions 


to be paid by the Fund and the sclection of the brokers 
mS oeiars that shal a cl a =. 
and dealers that shall receive or share directly or 
Indirectly in any such commissions and the basis of 
~~ eon art . ore 

Such receiving or Sharing therein, including, but not 
Limited to, sales of shares of the Fund and any other 
funds having the same investment adviser ane Statistical 

7 a ongeragy ee sae i career o> perenne neice 


# 


& 
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The Proxy Statement distributed to Fund shareholders in 
connection with the meeting held on March 14, 1972 stated as 
follows with respect to the proposed amendment to the 
Certificate of Incorporation: 


"The purpose of the above amendment is to make ex- 
plicit that which has always ‘cen implicit, namely, that 
the Board of Directors of the Fund (more than 50% of whom 
are otherwise unaffiliated with the Fund or its Manager) 
has the power to determine how the portfolio brokerage 
of the Fund shall be used. In the opinion of the Board 
of Directors of the Fund, it is in the best interest of 
the Fund to continue the brokerage practices which it 
has followed since inception under which alli portfolio 
transactions have been carricd out by brokers who are 
not affiliated with the Manager and Distributor of the 
Fund and not to make any provision for recapture through 
an affiliated broker of any part of the brokerage 
commissions paid by the Fund. 


"Accordingly, as reflected jn the proposed new 
Management Agreement discussed below, the Board of 
Directors has directed the Manager not to have the 
Fund purchase or sell any portfolio securities through 
the firm of Eberstadt & Co., Inc., the parent of 
the Manager, which is a member of the New York and 
american Stock Exchanges. As indicated under 
"Allocation of Portfolio Brokerage and Portfolio 
Turnover Rate below in this proxy statement, the 
Fund's Board of Directors and the Manager consider 
that, subject to obtaining the best price, execution 
and commission, allocation of brokerage to dealers 
who have sold shares of the Fund or have provided 
statistical and research information has been and 
pr-sently continues to be of benefit to the Fund and 
sts shareholders. The Fund's Manage, has been 
authorized by the Board of Directors co select in 
the Manager's discretion the brokers or dealers that 
shall execute portfolio transactions or share directly 
or indirectly in commissions with respect thereto, and 
to determine the basis of such sharing, subject in 
each case to obtaining the best execution taking 
into consideration, among other things, price (includ- 
ing any brokerage commission), size of the transaction 
and necd for speed in execution. The Board, of course, 
would have the right to determine in the future that 
some other course of action might be desirable." 
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(xix) For the years 1965 through 1973, 
M&D received and allowed to dealers the amounts of charges 


indicated helow: 


SALES CHARGE NET AMT. 

RECEIVED BY AMT. ALLOWS: RETAINED 
YEAR M&D TO DEALERS _ BY M&D._ 
1965 $ 1,67&,*30 $1,443,784 S$ 234,346 
1966 2,126,476 1,676,727 449,749 
1967 1,599,478 1,236,823 362,655 
1968 1,440,831 1,118,046 322,785 
1969 1,328,119 1,034, 212 293,907 
1970 2,098,752 . 1,619,762 478,990 
1971 3,166,064 2,433,832 132,232 
1972 6,334,902 4,885,042 1,47%,860 
1973 10,751,197 8,251,184 2,500,013 


(xx) Whenever the rund seeks to purchase 
or sell sccurities for its portfolio it is necessary, except 
in unusual circumstances, to select a broker to execute the 
transaction or to deal directly with a dealer who owns or 
wishes to purchase the particular securities being purchased 
or sold. Since prior to 1/1/65, Fund portfolio transactions 
have been executed on the New York Steck Exchange, American 
Stock Exchange and regional stock exchanges. Of all trans- 


actions executed on such exchanges, approximately 80 percent 


have been cxecuted on the New York Stock Exchange. 
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(xxi) For the years 1965 through 1973, 


brokerage commissions on the purchase and sale of the Fund's 


portfolio securities were: 


YEAR AMOUNT 
1965 $ 339,860 
1966 447,653 
1967 617,787 
1962 501,604 
1969 472,757 
1970 651,596 
1971 920,767 
1972 939,660 
1973 1,291,735 


(xxii) In selecting brokers for the execution 
of Fund portfolio transactions, M&D's primary concern is and 
has been at all times since prior to 1/1/65 the price and 
quality of executio. <=) be provided to the Fund. 

(xxii) Since 1/1/65 and prior thereto, and 
until 7/15/73, and assuuim, eaual price and quality of 
.xeeution, the criteria used in selecting executing brokers 
were the broker's sales of Fund shares and the research and 
stacistical services which he provided to M&D. Placing . 

; Anite uy 
brokerage orders with soker who had provided such other 
services is known 7s "reciprocal" brokerage. After+7/15/73 
in accor lance with a rule adopted by the NASD, a broker's 
sales of Fund shares was no longer a qualifying or dis- 
qualifying factor in the selection of executing brokers. 

(xxiv) From prior to 1/1/65 until 12,5/68, 
it was a common practice for a mutual fund or its manager to 
direct exccuting brokers on the New York Stock Exchange 
(°NYSE"), American Stock Exchange and regional securitics 
exchanges to."give-up" part of their commissions to other 
exchange members who had sold Fund shares or who had provided 


research or statistical material. During such pericoa the 


Corer; fhe: pitd by fumle for exocution of portfolio 
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transactions on such exchanges did not exceed the minimum 
commissions prescribed by the respective co situticons and 
rules of such exchanges; the give-ups did not cause any 
increase thereof. 

(xxv) Throughout the period of time that 
give-ups were permitted among members of t?)e New York Stock 
Exchange, the American Lock Exchange and regional securities 
exchanges, such exchanges required their members to charge 
for the execution of transactions on such exchanges an 
amount no less than the minimum -ommission prescribed by the 
constitution and rules of such exchane s. Dur... suvh period 
of time, each commission paid by the F. 1 with respect ‘0 he 
execution of a portfolio transaction or such exchanges, did 
not exceed the minimum commission prescribed by the con- 
stitution and rules of such exchanyes. 

(xxvi) Until "give--ups" were abolished by 
amendments to stock exchange rules on 12/5/68, the Fund 
followed the industry practice described herein of direct- 
ing executing brokers on stock exchanges to "give-up" part 
of their commissions to other exchange brokers who had pro- 
vided sales, statistical or research services and who had not 
participated in the execution of the transactions. Securities 
dealers who received give-ups ‘for statistical or research 
services received no other compensation for such services. 

(xxvii) In each of the years 1965 through 1968, 


M&D directed give-ups in excess of the amounts below indicated: 


YEAR AMOUNT 
1965 $ 81,686 
1966 136,200 
1967 214,600 


1968 246,600 


a 
t 
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( ixe 4 de tue Constitution and rul>: 

£ tae Y Sto sh o i rican Sto Exchange sci 
ragional s Ivities ec in ave always prohibited tt 

"NACE OL CoNMISS!ons to customers, the NYSE, American Stock 

change ani cercain regional exchanges have always permitted 


member firms who serve as investment advisers to credit 
against the investment advisory fee some portion of the 
commissions earned by the member firm for the execution of 
portfolio transactions for the investment advisory client. 
(xxx) Since prior to 1/1/65 and until 
12/5/68 the Coustitution and rules of the NYSE permitted 
Eberstadt to receive give-ups from other member firms of 
the NYSE who executed portfolio transactions for the Fund 
and to credit give-ups so received against the management 
fee payable to M&D by the Fund. Since 1/1/65 to date the 
Constitution and rules of such exchanges would have permittec 
M&D to credit against the management fee payable to it by 
the Fund some portion of any brokerage commissions earned 
by Eberstadt in the execution of the Fund's portfolio trans- 
actions. 
However, each year the Board of Directors‘of the 
Fund has directed that Eberstadt not act as broker or dealer 
in the execution of Fund portfolio transactions and that in 
the pre-12/5/68 period it not receive give-ups from uther 
brokers in connection with Fund portfolio transactions. Each 
year M&D has recommended that Eberstadt not act as a broker 
or dealer in the execution of portfolio transactions and that, 
in the pre-12/5/68 period, it not receive give-ups from other 


brokers in connection with Fund portfolio trans .rctions. 


. , . r ; . ie + 
‘ S, . . 
cc ‘ 4 
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(xxxi) The crediting of give-ups and of 
some portion of brokerage conunissions on portfolio trans- 
actions against the management fee (except for give-ups, 
which were abolished on 12/5/68) was permissible under the 
rules of the NYSE until the adoption of the present 
article Ix, Section 7(k) of the Constitution of the New York 


Stock Exchange on January 29, 1973 and of the present Rule 


318 of the New York Stock Exchange on 2/1/73. Similar rules 
have been adupted by the American Stock Exchange and regional 
exchanges. 


(xxxii) From 1/1/65 tiroughi 2/31/70, portfolio 
transactions and resultant commis ns, were allocated by 
M&D tc brokers, based on the volume of Fund shares sold, in 
the amounts below indicated (each dealer who sold Fund shares 
also received a portion of the sales charge as described in 


the prospectus): 


YEAR AMOUNT 
1965 $271,910 
1966 379,752 
1967 510,346 
1968 430,150 
1969 363,036 
1970 462,613 


(xxxiii) As of 7/15/73, the NASD adopted a 
Rule mandating that the sale of Fund shares shall be neither 
a qualifying nor a disqualifying factor in the ailocation of 
portfolio transactions. 

(xxxiv) During the years listed below, port- 
folio transactions, and resultant commissions, allocated 
by M&D to brokers for research and statistical services 


rendered by them to M&D were: 


YEAR AMOUNT 
LYS > 40,977 
1966 42,909 
1967 61,600 
1968 44,967 
196 4+ ,454 
1970 91,662 
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(xxxv) During i971, 67% of portfolio bror«rage 
in terms of commissions was done through broker-dealers who, 
im addition to supplying the best execution, both provided 
statistical and research information and sold Funé shares: an 
additional 20% was done through those who, in addition to 
supplying the best execution, sold Fund shares ~uc did not 
provide any other service and an additional 11% was done 
throuach those who, in addition to supplying the best execution, 
provided statistical and research information only. 

(xxxvi) During the fiscal year ended December 31, 
1972, % of portfolio brokerage in terms of commissions was 
done through broker-dealers who, in addition to supplying 
the best execution, both provided statistical and research 
information and sold Fund shares; an additional 6% was done 
through thos. who, in audjition to supplying the best exccution, 
sold Fund shares but did not provide any other service and an 
additional 13% was done through those who, in addition to 
supplying the best execution, provided statistical and 
research information only. 
(b) Plaintiff contends: ‘ 


(i) Where recapture of commissions on 


portfolio transactions is freely avaitwele_to a mutual fund, 


its directors have no choice but to recapture such temmissions 


~ 


for the benefit of the Fund. 

(ii) When a mutual fund sells its shares at 
net asset value, but at the same time rewards the selling 
broker with conimissions on portfolio transactions which the 
inutual fund itself has the right to and can recapture for 


its own benefit, the net amount received by the fund is les: 


then mot swel value. 
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(iii) Commissions on portfolio transactions 
available for recapture by a mutual fund may not be used by 
tt? manager and distributor to reward brokers for sales. 

(iv) Commissions on portfolio transactions 
available for recapture by a mutual fund may not be used by 
its manager and distributor to reward brokers for research 
and statistical services. 

(v) Making allowances for best execution, 
the defendants (other than the Fund) are liable to the Fund 
for all commissions on glrtentic transactions which could 
have been recaptured. 

(vi) By causing the Fund to forego recapture 
of those portions of the commissions on portfolio transactions 
which were freely available to the Fund, defendants (other than 
the Fund) violated their fiduciary duties to the Fund. 

(vii} By causing the Fund to forego recapture 
of those portions of the commissions on portfolio transactions 
which were freely available to the Fund, defendants (other 
than the Fund) breached M&D's management and distribution 
contracts with the Fund. . 

(viii) By causing the Fund to forego recapture 
of those portions of the commissions on portfolio transactions 
which were freely available to the Fund, defendants (other 
than the Fund) violated the charter provision of the Fund 
which required the Fund to receive full asset vaiue upor the 
sale of its shares. 

‘ (ix) The “give-ups", referred to in Finding#h 


4 of Fact xxw— xxvii, should have been directed to F. Eberstadt 


ris Co. and applied to reduce the adviscry fee. 
be ' 


fe: 
4 


fi 


f A-40 


PRE-TRIAL ORDER 


(x) The allocation of portfolio transactions, 
X¥Kas, K¥¥Y Qc KRU 

referred to in Findings of Fact\x=vi++, should have been 
directed to I’. Eberstadt & Co. or F. Eberstadt & Co., Inc., 
and the profits arising therefrom applied to reduce the 
advisory fee. 

(xi) The allocation of portfolio transactions, 

. \ aig MXKV aad “xeus 

referred to in Findings of Fact > ~<. hould have been directed 
to F. Eberstadt & Co. or F. Eberst & Co., Inc., and the 
profits arising therefrom applied to reduce the advisory fee. 

(xii) Preferred rate non-membership on the 
Pacific, Boston and Detroit regional exchanges would have 
enabled F. Eberstadt & Co., or F. Eberstadt & Co., Inc., or 
M6D to recaptur a portion of the commissions on portfolio 
transactions th.<e executed, which portion should have been 
applied to reduce the advisory fee. 

(c) Defendants contend: 
(i) The decision made from time to time 

not to recapture portfolio k.iokerage commissions was a good- 
faith business decision made in the independent business 
judgment of the Fund's Board of Directors, a majority of whom 
were at all times unaffiliated with M&D or Eberstadt. 

(ii) The decision not to recapture was not 
a decision made by M&D or Eberstadt, nor did M&D nor Eberstadt 
cause said decision to be made. 


(iii) The decision whether or not to involve 


-Eberstadt and M&D in the execution of Fund portfolio trans-~ 


actions, for recapture or any other purpose, was entirely 
matter of the business judgment of the Fund's Board of 
Directors. 

(iv) There is no legal poeuitenent that a 
mutual fund recapture portfolio brokerage commissions reaard- 


less of all other considerations. 
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(v) There were proper and valid busines 
abjcctives to be served by the directors’ decision that 
Eberstadt and M&D were nc to become involved directly or 


indirectly, in the execution of Fund portfolio transactions. 

(vi) The Fund was not damaged by the decision 
of the Fund's Board of Directors that Eberstadt and M&D were 
not to become involved, directly or indirectly, in the 
execution of Fund portfolio transactions 

(vii) The Fund's certificate of incorporation 
does not require that portfolio br« rage commissions be 
recaptured when such recapture is available. 

(viii) The availability of portfolio brokcrage 
commissions which could be recaptured is not’ a component in 
the determination of the Fund's daily net assets. 

(ix) The Fund received net assct value on 
all sales of its shares. 

(x) Defendants have violated no contractual, 

statutory, or common-law duty to the Fund or its shareholders. 

(xi) The amount of portfolio brokerage 
commissions which could have been recaptured, consistent 
with best execution, cannot be proved. ; 

(xii) This action is barred by laches and 
estoppel. 

(xiii) This action is barred in part by the 
applicable statute of limitations. 

4. (a) The exhibits which cach party now cxpects 
to offer at the trial are identifiee in subdivision (b) 
hereof. Should any party hereafter decide to offer additional 
exhibits, prompt notice of that fact shall be given to each 
other party in writing. No exhibit shall be offered at 


trial unless the above prycedaure has been complied wi 
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4 > 
cor nt Bt 27 : 
; : _ 
i ui i : 
recoil i anc ' 5 t Sicce | oa 
byect te ’ rialit coors) each aac nt 
vi ollswing docurien 1 by vial £ for 
identificat t ch sitions: 32, Gl-116, 121, 123 
126. 123, , 138, 14l, 142, 145-147, 149, 150, 152 c 
16 176, . 6, 199-291, 205-219, 30; Fund prospectus 
C ril 30, 1974; Fund tificace of Incorporation as 
ame , ‘n 1972 and in 1973; minutes or excerpts thereof of 
e*cth Boare@ or sharcholder mecting at which management ag-<ce- 
ment was approved; proxies of plaintiff as voted; table-of- 


net—cal as-ef Fund and-indyestry; reports on memoranda to 
directors dated 2/19/69, 1/22/70, 2/17/71, 3/27/72 and LfiS7T3: 


Revien—of Uretations—dated 1AOL69, 47 Of HT ESTA; T2/ F3LR | 


ee eee <<“ re 
resvui 


a ee ee ee 
+ anes 


resumes -ostneif rivete]ed directors of “app “pe 
tWhots—Hito;" “Martin Report;" proposed amendment to NYSE Rule 
S40A.11; Article UX, Section 7(a) of NY¥SS& Constitution: NYSE 
Rules 2, 312 and 318; transcripts of the depositions of Messzr: 
Zeller, Murray and Dorsett. In addition, either party may 
offer the rules or Constitution of any nationul securities 
xchange as they appear in any cublished 3OurCce 
5. The parties agree that the witnesses whom 
each party now intends to call are those listed below; however, 
Mme ' 
tae purcy is obligated to call such witnesses. Should any 
party hereafter decide to call ary wWditional witnesses, 


prompt notice or the identity shall be given to each party in 


riting. ouch noltic shall set forth tin reason why ti 


sa ae 
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Plaintiff's witnesses: 


Rohert G. Zeller; 

Roger F. Murray; 

Burt N. Norsett; 

Robert C. Porter; 
Alfred E. Driscoll; and 
John fF. VanDeventer. 


Defendants' witnesses: 


Robert G. Zeller; 

Francis S. Williams; 

Roger F. Murray; 

Robert C. Porter; 

Dr. z7e* S..Coles; 

Burt N. Dorsett; 

Alfred E. Driscoli; 

Dr. Bertrand Fox; 

Whitman Ilobbs; 

G. Lawton Johnson; 

Bradford M:lls; 

Dr. Howard A, Rusk; 

John F. VanDeventer; and 

A partner from Price Waterhouse and Co. 
who will testify about the computation 
of net asset value. 


6. Plaintiff agrees net to call any expert o:1 the 
issue of liability, reserving the right to call an expert on 
damages. If such an expert is called, plaintiff will give 
Cefendants prompt notice of his identity and the subject 
mattcr of his testimony. 

7. .The following are all-of the claims for relief 
asserteca by pla‘ntiif: 

(a, Defendants other than the Fund should be 
requii- jointly and severally.to account to the Fund for all 
damages sustained by the Fund and for all profits and other 
benefits derived by M&D, directly or indirectly, by reason 
of the failure to recapture those portions of ‘the commissions 


On portfolio transactions which were freely available to the 


Fund. 

(b) Defendants other than the Fund should Le 
required jointly and severalie te repay to the Fund all cuch 
damages: sustained by the Pund and all sueh prorits deriva! 
by M&b. 
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(c) Defendants should be restrained and enjoined 
from continuing to allocate brokerage commissions on the 
Fund's portfolio transactions as a reward to brokers and 
dealers who provide sales of Fund shares or statistical and 
research information to M&D. 

(d) The Fund should be required to pay plaintiff 
the costs and disbursements of this action, including attorneys' 
and accountants' fees. 

8. (a) The parties agree to waive a trial by jury 
and consent to trial of the issues in this action before Hon. 
Robert L. Carter, United States District Judge, without a 
jury. 

(b) Plaintiff at this time expects to require 
3 trial days on the issue of liability and, should the Court 
determine that liability exists, an additional 15 trial days 
to deteimine the damages to the Fund and the profits and other 
benefits derived by M&D. 

Defendants at this time expect to require 5 trial 
days on all the issues in the case. The defendants contend 
that the issues of liability and damages are inextricably 
related and should be tried together. 

Dated: New York, N.Y. 


September » i974 


SO ORDERED 


United States District Judge — 


“Leonard I. Schreiber 
Attorney for plaint’ <f 
30 Park Avenue 
Now York, New York 
(212) mu 9-1810 


w 
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SULLIVAN & CROMWELL 
MARVIN SCHWARTZ 

Y aime Ss 
(A Member of the Firm) 


Attorneys for Defendants 
F. Eberstadt & Co., Inc., 
F. Eberstadt & Co. Managers 
and Distributors, Inc. and 
Ruvert G. Zeller, 
48 » 11 Street 
’ York, New York 10005 
(212) 952-8100 


B 


WALSH & FRISCH 


By f Muge, tet 


(A Member of -the Firm) 
Attorneys for Defendant 
Chemical Fund, Inc. 
250 Park Avenue 
New York, New York 10917 
(212) MU 7-7161 
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UNITED STATES DISTRICT COURT 


SOUTHERN DISTRICT OF NEW YORK 


SUSAN TANNENEAUM, 
Plaintiff, : 71 Civ. 2104 (RLC) 
Bs a ata STIPULATION 
ROBERT G. ZELLER, et al., 


Defendants. 


IT IS HEREBY STIPULATED AND AGREEV, by and among 
the undersigned attorneys for the parties that the trial 


transcript herein be corrected as follows: 


CORRECTIONS TO TRIAL TRANSCRIPT 
p. 2, line 9 - change "Tannerbsun" tc "Tannenbaum"; 
p. 14, line 20 - change “only" to "aiso"; 
p. 17, line 19 - add "taxes" after "franchise" 
p. 18, line 18 - delete "4"; 


p. 18, line 19 - delete "to 5" and replace with 
"425"; 


p. 19, line 6 - delete "of"; 
p. 19, line 11 - change "funds" to “fune's shares"; 
p. 24, line 10 = change “thin” to “think"; 


p. 29, line 10 - change "and" to “in"; 


p. 32, line 3 =- change "thgt" to “that"; 
p. 34, line 22 - change "and" to “a"; 
p. 34, liane 23 - add "some" after "gotten"; 
p. 34, line 25 - change "in" to “and"; 


p. 36, line 5 - change “Bob” to "Jonn" and 
change "Derventer" to "Deventer"; 
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p- 37, line 20 - change "the" to “our"; 


t- 38, line 6 - after "No." there should be 
a paragraph "Q"; 


43, line 12 - change "Boden" to "Bowdoin"; 
43, line 20 - change “Dawson" to "Dorsett"; 
44, line 24 - change "his" to “him"; 

45, line 19 - add "chemical" after "largest"; 


- 46, line 17 - change second “a" to "the"; 


46, line 18 - add "Colt" after "Sloane" and 
"Graduate" after "the"; 


So = VS we Be ww 


p. 46, line 18 


delete "Advanced"; 

p. 46, line 22 - change "Dawson" to "Dorsett"; 
p. 47, line 17 - change “Numont" to "Newmont"; 
p. 48, line 23 - change "aw" to “a"; 


p. 50, line 3 - change “commiissions" to 
"commissions"; 


p. 50, line 14 - change "fised" to "fixed"; 
p. 52, line 6 - change "fir" to "for"; 
p. 5@, line 17 - change "Joretski" to "Jaretzki"; 


p. 58, line 19 - change "not" to "now"; 


p. 61, line 23 - change "broad".to "both"; 


p. 62, line 6 change "had" to “has”; 
Pp. 62, line 8 - change "Derventer" to "Deventer"; 


p. 63, line 10 - change “in this case. We" to 
". In this case we"; 


p. 66, line 17 - add “as" after “just"; F 
p. 70, line 19 - change “No." to "Yes,"; 


p.- 70, line 20 - change "9 But what they are." 
to ", they are."; 


p. 70, line 21 - add "Q" before "What"; 


p- 70, line 24 - change "expensive" to "expense"; 
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Pp. 73, line 4 - change "negotiating" to 
"negotiated"; 


73, line 7 = change "is" to “was"; 
76, line 6 = change "as it is" to "at it"; 


line 23 - change "ante" to "anti"; 


> 2 |S Se 
~! 
a 


76, line 23 - delete "have"; 
- 78, line 3 - add “industry" after "company"; 
Pp. 78, line 5 - change "side" to "size"; 
Pp. 78, line 6 - change "has" to "had"; 


«Pp. 80, line 22 - change “your” to "our"; 


p. 84, line 23 and 25 - change "“Derventer" 
to "Deventer"; 


102, line 2 - add "the same" after "gotten"; 
104, iine 24- change "we" to "I"; 

105, line 6 - change "charge" to "charter"; 
110, line 4 - change "and" to *in"s 

119, line 15- add a comma after “that"; 


119, l‘ne 16- add a comma after “consideration"; 


p 
P 
Pp 
Pp 
P 
Pp 
p. 129, line 2 - add “for" after "distributing"; 
p- 140, line 9 - change "yout" to "your"; 

p- 140, line 17- change "19¢6" to "1966"; 

p- 141, line 12- change "the" to "there"; 

P- 141, line 13- change "governs" to "govern"; 

p 


145, line ¢ change "asset net" to "net asset"; 


145, ‘ine 15- change "1972" to "1973"; 


147, line 7 - change "permits" to "provides"; 


ue} 


147, line 14- change "analyze" to "analyzed" 
and add "purchase" after "and"; 


Me) 


p. 150, line 20- change "liability fee" to 


"fee liability". 
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157, line 18 - change "Sloane-Cole" to "Sloan 
Colt"; 


159, line 18 -- change "Survey" to "Surveyor"; 
161, line 8 delete ",sit,"; 
163, line 24 change “Fred" to "Ferd"; 


167, line 19 change "Implementation" to 
"Implications"; 


171, line 18 change “mere" to "me"; 
172, line 19 change “Derventer" to "Deventer"; 


201, line 15 change "Qnd" to "And"; 


214, line 17 - change "Schiffman" to "Schiff"; 


line - add "and" after "function"; 


line change first “I" to “it"; 
line add "time" after “same"; 


line - change “Der Venter" to "Deventer"; 


" we, 


line 18 - add after "member"; 


line - change "made" to “had"; 


line - add “been" after “have"; 


p. 
Pp. 
P 
P 
Pp 
P 
Pp. 
Pp. 
Pp. 
P 
Pp 
Pp 


265, line 9 - replace "there was ICO, the 
organization that handles mutual funds--" 
with "through the -- what is it -- oh, what 
is the organization that handles the mutual 
funds --"; 


267, line 7 =- add "who" after "sure"; and 


269, line 8 - change "fund shares" to "the 
Fund's shares". 


Dated: New York, New York 
March 25, 1975 


’ 
Mths aay § 0 ene, a 


Leonard 1. Schreiber 
Attorney for plaintiff 
30 Per’ Avenue 

New York, New York 
(212) MU 9-1810 
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SULLIVAN & CROMWELL 


BEES NS 


TA Member of the Firm) , 
Attorneys for Defendants 
P. Eberstadt & Co., Inc., 
F. Eberstedt & Co. Managers 
and Distributors, Inc. and 
Robert G. Zeller, 

48 Wall Street 

New York, New York 10005 
(212) 952-8100 


WALSH & FRISCH 


AVS q 
By __ Ahtit— SY KS f 
AA Member of the Firm) 
Attorneys for Defendant 
Chemical Pund, inc. 
(250 Park Avenue 
New York, New York 10017 
(212) MUL 7-7161 


SO ORDERED: 


United States District Judge 
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2coret Boss 


-~O\STRIC “2s. 
UNITED STATES DISTRICT COURT fe. wi Co... 
SOUTHERN DISTRIC? OF [EW YORK S: FILED ‘‘- 
fui 30n7 8 
i vGl 0 i746 ° 
\ Ss 4 LP 

SUSAN TANNENBAUM, : Sy D. OF Si 


Were? 


Plaintiff, 
- against - : 71 Civ. 2104 


ROBERT G. ZELLER, FRANCIS S. WILLIAMS, 

ROBERT C. PORTER, JANES S. COLS, 

BURT N. DORSETT, JULIAN HM. AVERY, . 

ALYRED E. DRISCOLI., ANDREW W. TLERSTADT, —f) a 
WHITMAN HOBBS, LEROY i. MAREK, JAMES : Yi565 i" 

J. MINOT, ROGER F. HURRAY, AUGUSTE 

RICHARD, BERTRAND FOX, iIO0WA2D A. RUSK, 

F. SCHNEIDER, ESTATE Of F. FBERSTADT, 

F. EBERSTADT & CO., INC., F. EVERSTADT 

& CO. MANAGERS AND D/STRIBUTOAS, INC. 


and CHEMICAL FUND, IWNC., ¢ 
Defendants : 
CRS Ly me ue Penne, eae, te 1 Rar Mee eS Ses pee oe cee 


jd 
ae) 
is 

p~ 
iw 
He 


NCES: 


Abraham J. Brill, Esq. 

10 East 40th Stxreect 

New York, New York 10016 
by: Leonard 1. Schreiber, Fsq. 
Attorneys for Piaintitf£ 


Messrs. Sullivan & Cromvell 
48 Wall Street 
New York, New York 10005 
by Marvin Sehwartz, : 
Mark I. Pishtrsan 
Lawrence WwW. lson, hrsq. 
Attorneys for Defendants 
Y, Hherstadt . Co., tne. 
F. FEberstact & Co. Managers 
and Distcibutors, Inc. and 
Robert Ge. Zeil 


‘ 
Oh 


CARTER, District Judae 
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J. 


This 16 a derivative action bought pursuant 
to Section 44 0) the Tuvestasnt Company Act of 1940, 
as anendéd (15 U.5.C. §80a-43); Section 27 of the Securi- 
iLtoss I xncnande Act oF 3634 (15 h.S.¢:; §78aa); and Section 
22 of the Securities Act ot 1933 (Lh &S.C.  STIT¥) « Plaina- 


c 


tiff, who has been a shareholder of record of the Chemical 
Fund (Fund) continuously since at least 1965, sues on 


behalf of the Fund. 


The latter, a Delaware corporation, is an 
open ond “mutual fund" reyistered with the Securities 
and Exchange Commission under the Investment Company 
Act. The Fund's principal activity is its varied invest- 
ments in the chemical process industry. On December 31, 
1965, the net total assets of the Fund were $433,849,751, 
and as of December 31, 1973, these nssets had registered 
a more than 100% growth totaling $897, 333,945. While the 
net cotal asserts at the time of trial in 1974 were down to 
approxisately 706 million Coltars, a reflection of the 
genera. downward economic trend in vhis country, the 
Pund': performace still compared favorably with like 


investment operations. 
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the Fund's manager and distributor of Silassresst, 
pursuant to wreitsen contracts, is F. Fbherstadt & Co., 
Managecs & Distributors, Inc. (MSD), also a Delawar- 
cornorutioan. MSD is a subsidiacy of PF. Eberstadt & COcs 
Inc., a brokerage house founded by the late F. Fherstadt, 
who also srved on the board of the Fund. Mé&D provides 
Staff, offices, advice and recommendations to the Fund 

and manages und supervises the business and affairs of 

the Tuad, subject to the latter's Board of Directors, 

a majority cf whom are disinterested or unaffiliated 
directors; that is, having no association with F. Eberstadt 
& Co. or M&D, within the meaning of Sections 2(a) (3), 2(a) 
(19), 10(a) and 10(b), of the Investment Company Act, 15 
U.S.C. §69922 (2) (3), SCa2{(a} (19), 80aid(a), and 80al0(b). 
The management agreement and the distribution agreement 
obligate “sD to provide all statistical and research ser- 
vices at M&D's expense and to pay for the sale and distribu- 


tion of Fund shares. 


Tne unaffiliated or disinterested Fund directors 
are men of repute ia academia, business and the professions. 
Ateong tnem ar? Br. James S. Coles, director since 1963, 
currently Presidanc of Resear Corporation, a founcation 


for the advanzement of science, and before that Piresident 


\v 


Of Powdoin Collsge; Burt N. Lovsett, director sinca 1966, 
currently Vice President and Senior Investment Of Ficer 


for College Poti roment Equitie: Fuad, and former Viz. 


Fresident for investments at the University of Rochester; 
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Alfred BE. Driscoll, director sineec 1957, currently Chair- 
man of the Now Jersey Ticapike Authority and former governor 
Of Now Jersey; Dr. Bertreind Fox, director since 1970, 


c 


recently retired Protessor of Investment Banking at Harvard 


University Graduate School of Business Administration; 

Dr. Roger F. Murray, director since 1959, Professor of 
Banking and Finance at the Columbia University Graduate 
School of Business, formerly Vice President, responsible 
for portfolio management at Bankers Trust Co., and at one 
time manager of the investment portfolio of the Teaches 
Insurance and Annuity Association & College Retiremenc 
Equities Fund; Whitman Hobbs, director since 1972, John 

N. Martin, Pianz Schneider, tong time Girector, and Julian 
Avery, director until 1968, holding responsible positions 
in various corporate business institutions; pr. Howard 
Rusk, director since 1962, well-known authority on rehabili- 
tation and other medical questions; Leroy Marek, director 
from 1959-1973, a consultant on scientific problems ana 
issues; and James J. Minot, director from 1968-1970, senior 


partner in Paine, Nebber, Jackson & Curtis, Ine. 


The parent company,  Ebérstadt (former? 
a partnership),until 1972 owned all the capital stock o 


M&D, and since that time has held 75% of M&ED's stoch. 
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BEbersitadt since 196? has been a member of the New Yor!: 


Stock Tixehnanse (2VSE) and 


the National Association o£ 


Securities Dealers (NASD) and continuously since 1970, 


aA member or 1sseciats: member oO 


chans2 (AMEX). Robart 


a 
1) 
rn 
? 


and of M&D's Roara. Prior to the incorporation of Eb 


f the Amerivan Stock Ex- 


"eller, the only individual 


Jant served, is Vice Chairman of the Fund's Board 


r— 


stadt, Zeller was a partner in tne firm. Since its incor- 


poration he has been ch. 


executive officer. 


Prior to 
the New York Stock Exch: 
at least a prescribed n 
actions without resard 
over, the Fxchang2 kid 
any direct rebate to a 
sion carned by a member 
i.e., tre consumration 
ensts @€ 63:2 ine 2acg 
proportionately vighec 


’ © dey er, n: e cmon 22 
Put Lal @ 1 MILA ASS 


airman of its Board and its chief 


£ 


the constitution and rules ot 
ange required all members to charge 
inimum commission on all trans- 

to size or profitability. More- 
always and continues to prohibit 
customer of any part of a commis- 
in the execution of a transaction, 


of a trade, on the exchange. The 


ta ie, 


e orders, howaver, were not 


eho: the eveciution costs of small ordors. 


ion reanlation, broker-dealer firm m.tre- 


for bustress would have been willing to 


pitt on quantity discounts to the 
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customer, Tos vwnavabiloabil , { iyi iorm of giscount 

led to ‘ ni practic j alo fund j cy 
Of custom ered "gi lus rioc to ° a. 
1968, it ‘S mon practi ustom wd usage for a 


Mutual fond through its mazar to direct executing brok 
On the NYSE and other national Securities exch tates to 
v-ve up” part of their commission to oth Ir oxchange 

members who had no part in the execution of the trans- 


action. ! 


The "give-up" w.rs nocmally directed to a non- 
executing broker but one who had sold the sharesof tha 


mutual fund to the public and/or who had provided useful 


CaN aid statiscical inp Oimation,. 


Por the years 1965 throudch 1973, the Fund 
paid gross commissions to MSD, a portion of which M&D 
paid non-affiliated dealers,in the amounts indicated 


be ] OW: 


SALES CHARCE Ne? AMT. 
RECEIVED BY AMT. ALLOWED RLTATNED 
YFAR BE >. TO DEALERS _ RY Msp 


1965 $ 1,678,130 $1,443,784 S$ 234,346 
1966 2,126,476 1,676,727 $29,749 
1967 1,499. 478 1,236,823 362,65" 
1968 },440,83 1,118,046 302,738" 
1969 1,328,119 1,034,212 293,95 

1970 2,098,752 1,619, 762 478,9 

1971 $3,166,064 2,433,852 732,232 


1972 6,334,602 4,885,042 1,479,860 
1973 10,751,197 8,251,184 2,500,013 


} Fou a fuller osplanation af * ‘qitvoruze” 
raison d'etre, see Fogel v. Chestiuit, 383 F. Supp. 914, 9)6- 
919 (S.D..1.°. 1974). 


7 7 * 
SERRE LL SEE Sie 
sraiemeesieeidiensieiaseetetiedinietenttenidimememtaddnememnnadideiatenemnntiehbienmniemeteitianes demieimeemmemmiatnen teeeeteemmnn memaae ecient ten aeael 
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R poem 1965 and 1973, the Fun ) 1 bro’ 
commissions £ che « if LO: F purchas ind sal 
Garecur Le bees ' 1a} ! n the NYS mn 
80% of the po slio ta a crt i rere “eocuted, t 
and regional curiti t n th ( lowing 

YEAT AMOUNT 
1965 339,860 
1966 147,653 
19o7 617,787 
19624 50L,604 
1969 £72,757 
1970 651,596 
L197] 920,76” 
1972 939,660 
1972 } 207 77% 

From January 1, 1945 through Necember 5, 


brokers who osvecuted 


fund through Map to “give up" a portion of their commnis= 
sions to brokers and dealers who performed no services 
in the execution of these transactions. The "“give-ups" 
were awarled to then non-exacnling brokers ard denler: 
for servi rend t in the ‘Lling of Fund shares ‘med 
in providin« shati toni OF irch services withont 
making any charge therefor. 1" “cive-ups" constituted 
a substantial portion of the ¢ cution comaission whicit, 


suqauestas execaut 


as previously 


willingly sla 


transachio 


bcokess: 


ing 


> 36 


ns were directed by 


1968, 


the 


and deale: 


moat ton 
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more than adecuately met by the Lnimum comminsicnss 
speeificed These “qivesups" From 1965 to 1968 uxceeded 
th fol Low! oOunt 
} 
FAR AMOUNT 

1965 > 8,686 

1965 135,200 

1967 214,600 

1968 246,600 


From January 1, 1965, through July 15, L973, 
one of the bases on which brokers and dealers were chosen 
as executing brokers or dealers to handle a portfolio 
transaction for the Fund was to reward them for the sale 
or Fund shares. During the years 1965 - 1970, commissions 
paid by the rund when the sale of Fund's shares was a 
criteribn for selection of an executing broker were as 


follows: 


YEAR AMOUNT 

1965 $271,910 
1966 379,752 
Lyo7 ni A 345 
1953 430,159 
1949 363,034 
1970 462,613 
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Durina that period aud to dats another basis : 

for the selection oO. executiny brokers was £0 compeat yt 
ciem for providing siakistical wml research services bo 
the Pund through "aD. The corunisgsions paid in coanec- : 
tion with such transactions wre as follows: 

YEAR AMOUNT —~ 

1945 $40,977 

1956 42,900 


1907 61,000 

1958 45,967 

1999 46,454 

1970 91,662 

These allocations are known as reciprocal 

brokerage and approximately 92% of the Fund's portfolio 
transactions were allocated on this basis. After July hoy 
1973, pursuant to a rule adopted by thea NASD, the sale Of 
Fund shares could no longer be a criterion for selection 


or non-selection of an executing hroker or dealer. 


While direct customer rebates were prohibited 
by the "YSE ana “MEX and smertain regional securities 
exchanges, a nember firm Gerving as an investment advisor 
was not prohibited from crediting against its 
investment acdvisary Fee Sowe pocztion of the commission 


it earned fron execution of portfolio transactions for 


the investeent advivcory cl ient. Thus, M&bD would have 
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Oa coermitted Go eredit ayainst its management Lee fre 
the Pound som: poctioa of anv brokeraya commis ston ear 
kbarstadt in tho execution of the Fund's portfolio 


transitions: and before "give-uns" were 2bolished, it 


vould have been possible for Rbersiadt to have received 


“qive-up3s" from ocher tu: sy Firms who actac! es execuc— 
ing broxears for the Fund and for such "gi 95." to: de 
ered ii igainst the fund's maniuyemenk 2a. 


That fee, while based on a percentage lower 
than mast in tho industry.was not insubstantial as the 


manageasat feos betweea 1965 and 1969 listed below indi- 


cate 

YTAR AMOUNT 

1965 Shp ou,ees 

1966 1,268,590 

1967 LL, 428,229 

1963 Lp ne ak 

1969 1,521,863 

On March 20, 1970, and on March 14, 1971, 

the formula Cor comoutabion of the managomen® Foe was 


revised,and the fm in the vears since have been as 


follows: 


A-61 


OPINION OF THE DISTRICT COURT (CARTER, J.) 


para St. 657, 293 
19 2957, 468 
a3 ;,0'/,640 
1973 Vy.) 1,70 
"Give-ups" were abolished by a rule o£ the 


:ffFeccive December 5, 15964. Recapture of commis- 
slons or a portion thereof, however, was nermissible 

in other respects until adoption of Article IX, Section 
7(k) o£ tha Coastitution f= the NYSE on Jaauarv 29, 1973, 
and of the present Ful2 318 of the NYST on February 1, 
1973. Similar rules have now !.ven adopted by the AMEX 


and various regicnal exchanges. 


The plaintiff's basic contention is that from 
January 1, 1965, until December 5, 1968, when “give-ups" 


9 


were »rohibited by NYSE rules and up.to the present when 


recapture of excess commissions was available, defendants 
were required to use the Func-irected "qive-ups” and 

the recapture of excess commisiions for the benefit of 
the Fund; that prior to Pacermher 14, 1970, the use of 
excess commissions to dischacg2 [120 obligations under 

its nanagament and distribution agreements with the Furid 
Violated 3336 and 1(b).(2) of th Tnvestment Company Act 


(15 U.S.C. §6%0a-35 and 80a-] (b) (2)), entitlin; plaintif! 


to recover on behalf of the Fund; and that such use of 


§S8 a= 35 (41) 


January 


ot 


1d BOA=1 Co} (27), titling olaintifF 
dawages on alf of the Pund; and that such use 
l, 1965, ‘to th TesScenk& consttktuted a 
‘idicuacy duty ak commen law entit ling 
ecover da Het, 2: 13.£€ of the Fund. 


ih Se 


4 
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»(adand 10) (%) oF 


Inv hnent 


Eo 


Company Act 


(CARTER, J.) 


1970, 


violated 


breach 


plaintiff 
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Busgin, 445 ¥. 2%: 249 (ist Cir), cock. denian sub 
cs 4 yee 
nom. JoAnson Ve “ioses, 40: U.S. 994 CLOT 2} Refore 
procer.ting Euckh. 1 few thre td observations may b& 
helpful. Plaintics may be cOcrect in her view the 
the bastu tharnus 2 Rurgin is that t:.a mana jement of 
wmCual fund is obticae . use all proper means to 
“@cure excess broeecage commissions for the benefit of 
the Pund. Vowaves, upplication of that principle to this case 
will not necessarily result a fortiori, as plaintifé 


SComs to suggest, in a conetusian that faikbare vf isp 
to direct "give-uss" or to recapture excess commissions 
through itself or )iberstaat Violiwtes the Investment 


Company Act or constitutes a breach of any common law 


obligation. 


The Cracks in Moses y mMrain are quite different 
Prom the: Faueks Cayce mee IR FAL case. Vs here, custormec 
Ai rireskeet Set vwepee. cyevers oy Ld overe Ab imina.s -ment's behest 


to brokers who sold “ant share :. The: court held Lnat 

there was a duty , PeCdpEenUure the excess conmissiorm for 

the banefit of Lhe Fund if freely available, and that 

the directors hai no choiec. Thi court ound tit the management 


“CupINy AS A nenber Of MASD eould hovwo jotnc! yarieus regional 


a | ia 
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ethanges a5 a special mewber and could have become qua? j 
fied to receive “G“ive-ups" on those cxchanges. 445. PF. 24 
he court determined that the possibili ty of recapture 
throwush NASD or the reqisznal exchanges was not disclos#d 
to tha unaffiliated directors, and that the management 
Was under a duty to diselose all such information to the 
unaffiliated directors to pecmit them to decide what to 
do. Moreover, the court placed emphasis ona report of 
the Securities wd Pucharnce Commission, Public Policy tmpli-- 
cations of Investment Company Growth, H.R. Report, No. 
2337, 89th Congress, 2d Sess. (1966) ("PPT"), issued one vear 


bDerfore COMME Neaman Ft 
berore t CMAN © 


+ 4-5 


tigation in Burgin in which 


an 

rh 
) 

be 


it is stated, at p-173,that "“give-ups" should be directed 


to advisor uneerwriters for tie purpose of apply’nag those 


v 


"“give-ups" to reduce the advisory fees payable by the 
Fund. Also the court cited with confidence proposed 
Rule 10b-10 pursuant to which the SEC would require all 


excess conmission:to be applied to a reduction of the 


Th 1s no cwvidean POF non-disclosure by MED to 
the unaffiliated directorsin thi 3 Case, and the SEC hn:, 
fully retreated from its proposed Rule 10b-10 anc: at least 
in part froma its neyualified position in the ppt report 


that “give-ups" be diractsa to reduction of advisory fee 
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fhe wargia fo wlation has not been adopted 


in this circutt. it has, of course, been discussed, Sue 


Supp. 914 (S.D.N.Y. 1974); Frankel v. Hyde, CCH Fed. Sac. 
EB. Rep. $94,446 (S.D.N.Y. April 4, 1974); and White v.- 
Auerbach, CCil Fed. Sec. L. Rep. 193,617, (S.D.N.Y. 


September 19, 1972). Indeed, this court (Wvatt. J.) in 


Fogel v. Chestnuttfinds Burain unpersuasive. 


Moreover, in view of the developments sinc: 
Burgin One can be certain that whatever doubts might exist 
as to whether its basic thrusi was noa-disclosure, racnet 
than a mandate that regional exchanges be utilized to 
secure "give-ups" for reduction of management fee, there 
is little doubt in my mind that non-disclosure is th 


only precedential value that Burgin now retains. 
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Est 


(CARTER, J.) 


COURT 


! te 4 1 that - Hherstadt fr 
he vor ua! toot the Porm of the Pund toox the 
posit t that h firm ul t involve itse)£ as 
execiti For u 1e Board's consie@2r.i- 
tion and discussion nh oF "give-ups" and possi- 
‘ bidity of r oture were periodic and extensive. ‘That 
discussion ‘sicaliy nted beginning in 1967. 
M&D ser to yard on Jannac ), 1967, a summary of 
he SEC P? eport. In its yrandum, M&D advised the 
Board that the SEC "loo} ; rvOr on the. practice of 
using brokerage business on portfolio transactions to 
reduce" mar ment costs, and indicated that brokerage 
:Ffiliates cf ttual fu: ganizations had been 
recapturing commissions on the Pacific Stock Exchange. 
(Plaintiff' r 74, pp 6-7). Thus, the Board knew 
then that ¢ turrent"give-un" practices could be utilizec 
through Eb stat= to reduce nagement'’s fee. 

On January 26, 1968, the SEC issued a release 
which deal th the level and structure of commission 
rates on th. MvS5n, reciprocal brokerage and "“give-ups." 7% 
considers S. sthility of carmissions being recaptured hy 

. the manager through give-ups or by earning the ex wars 
commission anz applying the “giva-ups" or commiss io 
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reduction of the fea The rok » prom ed adoption of Rule 14 
which would 2 Ailows] “Give-ups’ only if, recaptured 
for the beneris of the Pund. The Board received copies 


Of the releas.. and on February 20, 1968, the Fund's couns:1, 
Sullivan and Cromwell, advised the Board in an opinion 
letter stating in part “assuming that the Board of Directors 
has considered all the relevant facts ... including ihe 
possibility of adonting alternato wethods of handling 

the Fund's brokerage business whereby a portion of the 

commissions right be used to recuce the management fee, 

and assuming further that, as a result of such considern 

tion, the Board of Directors has come to the conclusion / 
as a matter of reasonable business judgment" that no chance 

in itS current practice be made, that such a course in its 


view would be lawful. (Plaint££'s Exhibit FOls 


The next day, Februory 21, 1968, Dorsett & 
Murray, who nade up the subcommittee to review the manage~ 
meant and distribution eqreemonts with MaD distributed 
their written report. The report referred to the SEC 
release and its discussion of the possibility of recanti: 
cf commissions through "yive-ups" and management rece: 
of commissions, pronese Rule IMb-19, and the opinioi 
letter of counsel. The report pointed out that the Fund 
had paid $618,090 in brokerace comnissions 1 1967; that 


some $610,000 of this had heon allocated io brokers based 
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C Ved Laren " urd slat ld; that tt was a practice 

Of t.02 Fund Lth full Nnowled¢g> of the poard and share- 

holders to use ie allocation of brokerage business and Try 

directed “yive 2" Nas addivioaal coapensation to eceilers 
ho sell fund shares." It advised no change in th 


Fund's method vE doing business "“aven though we recognize 


[ine possibility of requesting the Manager to act as 
, “rye a , + ryle . ~ "+ } ito ~rk EA) f 
cuting b tr or co} regques iva-ups on portfolio 


transactions waich would be credited against the ... 

r ‘ r —— . a! «@ ° - 
Maiaagement fae.’ (Plaintifi S tx. 76). That sama 
day the foard met, discussed the revort, and voted to 


continue the existing arrans nt 


On February 19, 1969, the same subcommittee 
in its review of the operation of the Fund and the manage- 
ment and distribution agreements filed a written report. 
The report noted that the subcommittes had again reviewed 
the basis on whie’ brokerage commissions were alloca:ed 
and recommended no chang. rh noted the abolition of 
‘give-ups" t December %, 1968, by the NYSE. It 
recommended continuation of the practice of not using 
Eberstadt as executing broker cven though recognizing 
that M&D could he requested to use Eberstadt in this 
capacity. (Plaintiff's Ke.lzo), This report was) discuss=d 
by the Board end it voted to continue existing arranc.- 


ments. 


F gow ® 


’ 
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Who subcomni & te ort of January 22, 1970 (Pla 
tite's vx. 122) again revicwe: nd recommended cont tauu~ 
tion of the current practr¢ - allocation of brokerage 
business and the policy oF noe Us ing Eberstatt as execuc- 


ing broker. rt recommended that the only restriction 


~ 


on the complete discretion © ‘v9 In the 


~— 


tion of brokerage 
commissions be that no chaag’ ‘4 the policy of notusing Eber- 


stadt as executing broker pe nade “without ihe specific 


concurrence of a majority of the unaffiliater directors 
This report was distributed to the directors, and on 
February 19%, 1970, the Board voted to continue its exist- 


ing practice as to brokerage commissions. 


In 1971, the subcommittee report was made by 
Dr. Murray and Governor Alfred Driscoll and again the 
subcommittee reviewed the brokerage allocation and the posst- 
bility of recapture and concluded it would be inadvisable 
to alter present arrangements. (Plaintiff's Ex. 122). Again 


the full Boar! concurred. 


Copies of the lecision relied on by plaintiffs 
here, Moses v. Burgin, were mailed to the Fund's directo 


on June 4, 1971. At the June 463. 06. Fae Board meeting a 


committees consisting of Dr. lurray, Governor Driscoll and 


pr. Bertrand Fox, alt unaffiliated directors, Wis appointed 
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CO review mayain the i " ] Fund’ rteper 
thlocat ion Vire 2bives ar tc con uw! 
faction with couns.-1, ti ¢ CoCe LTeaowreadad n ress] 
At the Board oj Drrectors lind Of Daveawhor LS, 4971, 
Meal 1 nan Fee that brokerage affiliates o other sautiu a 
funds had been utilizima: ree nal secur ‘S exchan 

fo recapture brokerage comminsions and been anplving th 


to reduction of management fF. es,and that SiC was @xj 


to snnounce a posicion \ the question soo:. On March 27 


1972, and on Janua ¢ 15, 1973, the subcomui ttee aft 
review of policy recommended no change. (Plaintiff's 

Fx. 123, 124). On Tanuary 14, 1974, che ewudit commii tee 
consisting of Governor Dries’ » @aful Mousses. ilusbs and 


Richard recommenda adherence to exlsting policy. (Plai 


tiffs Ex. 78). 


On the basis of this record, it is clear over 


the ycarsthat the Board's unaffiliated directors have 


given careful consideration £5 the issuer raisad by the 
plaintifé. The Board has cramined the practices each 
year, noted what methods were avallablu for the Fund Lo 


recapture excess brokeraq: commissions but cach time has 


concluded tiat it should nok do so. 


n- 
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Qo March 14, 19..:, the art icles of incorporation wer 


" 


dd to mke opecifiec that the Poard had power “to detenuuy 


the meonec ond purpo s ont he allocation of brol: riage COmmiGsicn 
, 2 
10 be paid by the Pind." ln the notica o£ annual tawe-ting disite 


in connection with the t'accn 14, 1972, shareholders meeting, it was 
statod in resuect of the proposed amendment to the: articles of 
incorporation thet the Roacl felt it to be in the b-st interest of 


the und to conti » practice of raving all portfolio transactions 
carried out by brokers vot affilia'<d with Eberstact and of not maxin 
any provision for recavture of commissions through affiliated brokers 


The statement also said that the Board had directed the manager noe t 


use Tberstadt as executing broker. (Plaintiff's Ex. 35, p-6). 


£ 


The notice of meeting stated that this law suit 


had been instituted ond that it "“challeng “the brokerag 


Plaintiff actually alleges that the provy 
statement was false and misleading. No proxy 
statement was made a part of the record. In support 


of this allegation and cucereding references to 
prony stalomeaci, plaintati cited her Exl.burt 

29-38, which ace the various notices of annual 

week ing br (965 Lo date thich enclosed the proxy 
For Flas you wt question. The opinion, therciore, 
refers to thase notices and medifies the plaintift'’s 
@outentions as claiming the: notices violated the 
law. 


7 © i’ / a 
iv if A\ AILABLE 


rANe« 
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MCE. Lereess fiat: Steg Sona Lomas « tines meanrigqement fs 


fan dj} soeks intunetive rebkicl and damages for the 


teofibe of fixe Kunde” (ide at me. 10). “The ainendmanit 
i AY rgd y Mare [45° U9 
The nlaintLkeéF contrmds that from January 1, 


1965 to date, cach of the Fund's notice of annual mesting 
(Plarety fi" ex. 20-38), fore helt and Porm N-L0 ceon+t 
(Paarmeree. Nx. %9=543; B88, 125-12/) and prospectuses 


yere materially False and misleading in failing to dis- 


close: that "“gqive-nns" and "reciprocals" were beina 
used to dischacg?: contractual obligations which M&D 
owea to the fund under the manayoment and distribution 
agreements; that the Fund was receiving less than nét 
asset value hacause excess brokerage commissions were 
not heing use! to reduce manass2zment and discribution 
fees, and that rrior to December 5, 1948, "give-ups" 
went to brokers who had no part in execution OF portfolio 
rag sACELONS However, the unsrontcoverioad facts are 
Shak during this period, the vunatctliated Uirestorn were 
lvised and kept fully abreast of Eheic power TE they 
wished to chums: existing policy, and of the SEC views 
and proposal:s on tin: tissues. Mie Board voted no change 
and took full responsibility for the continuation of its 


nolicy of nor using Fberstadt as executing broker. 
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Moreover, while the full implications of tle 
policy were not gpelled out, the poltey was announces | 
to the sharcholders in every prospectus issued since 


1965. During this period the shaccholders have been 


tnformed of the Fund's policy of brokerage al locaton: 
and of not utilising Eberstadt in this connection. Fics 
1965 prosnectns uiated that the manager places orders 


for purchase aud sate of securities "with dealers whe. 


LE believes the best execution can be obtained, 


that allocation of brokerage business of the Fund was 
made "partly on the basis of tne Fund shares sold and 
partly on the hasis of services rendered.” It also stated 
that the Fund hal = utilized -. Fbherstadt & Co. as 

an execution broker but that it might do so in the future 
but "if so, only in its capacity us broker in respect 

to transaction:: on a national securities exchanae at 


reqular exchange commissions and charges." (Plaintiff's 


Be) PEs 


The 1956 prospectus set forth the total broker- 
age fees paid bby the Fund in 1965, indi ‘do gow much of 
that went to dealers Dased on Fund shar ind how much 
to dealers for providing statistical research and other 
services to the maaager. Tt furthec stated that “these 


services do not reduce the expenses of the  «mjanager by 
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: 7 " ' ~ on - ° t 
tmaterisl anon ¢ Chat the Pune urrantly intended to 
continu the ciatme poliey of al location. The steaKeme- 


in the 1963 prosp-rtus in reapret vf non-utilivatioa 
of Ebousikad rs eceeution broker was repeated (Plaia- 


CEE Go bse ES im 2967, 3968, 1969, 1970 and WO?7t, 


ter bib SL ae ea er , Ee Ley 
fSimilir 1 e Indicating iow Orokerage OUSINeESS 
waS aillncnted ind the same: Ishany as to non-utilizgarion 
FF Bhersradt 42 OXEC imy brcrok are repsated in 


Phe 1972 prospectus chanyed this statemen* 
somewnat beeauss policy had changed. It secs forth tne 
total brokerciujse Foes paid during 1971, indicating that 
673 of such feas had been allocated to brokers whno svlid 
Fund shares and peovided research and statistical infor- 
mation, 20% to those who sold shares but supplied no 
additional services, and 11% to brokers who provided 

nly statistical and research information. As to all 

Lt was Sais at tie bcokers had suoplied the best execu 
Loe, fk wat stabbed thak the Poard had directed manage- 
men: got to use fbecstedt an es cution proxer, and refer- 
ence was Made ta see's policy statement of February 2, 
1972, indicating Lhak reelprocal brokerage as a reward 
for selling shares should be terminated. (Plaintiff's 


Ess. 18, pe 20); 
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The 1973 prospectus stated that selection of 


eualiny er the » wkeavage EN he romde-red, se Lo 
the total brokerage commi sious paid and as usual asserted 
that Fherstidth «lid not parfiscibds in the Pund's brokerage 
US LNEE 555 (Pla Lee rex J Lo +) 
Plaiariy? alledsen treat > Fune's January 27, '972, roties 
oFf:anncal revting was false and mist ding. This state 


was distriputee ia connection with a shareholdess' meering 
of March 13, 1972, convenad to vote on the proposed amend- 
ment to the Puad's certificate of incorporation authoxiz- 

ing the Fund's board "to determine in their diseretion the 
manner und purposes of the allocation of brokerage counis~ 


sions to be paid by the Fund.’ he notice represenced 
that the purpose of the amendment was to "make explicit 
that which has always been implicit” that power to deter- 


mine how the Fund's portfolio is used rests with the 


. 
hoe ce. Wis statement is alleged to be false bacause 
q 


aio te fe} ro. BNE OE sumareiv he y directors of the fund 
lacted tha’ vower,” ard hecause toe real purpose of the 
amendment was an effort to circumvent Busdin. (Plain- 


tift's Post-Trial Brief). Guffice it to say that, as 
already indicated, Burgin for me is clear authority only 
for the proposition that managorment in failing to dis::lose 
to non-affiliated «irectors 111 facts pertinent to their 


d=ternination of Fund policy acts at its peril. 


>) 
; \ 
\ } 
Uist 
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1m ARI Ee 
re YX ph IA\LADLE 


"Thee geste PeRL ISS Rete? CPOE EE Pets: 28 prohliem that 


has load trowbleat che secucthies tadaustry. Mutual fuecs 
are organized bv brokerage iiras which become invest- 
nent advisaocs *9 the fund. “hi: Eund ts a shell, ine 

the advisor peovicies affice soace, staff aad maaiage- 

mont services. pire ivisOe or manager Gecides on invest- 


nen<s and acts as distributor or underwricer for the 


sale of Furd shaces. Tts functica and compensation ace 
determined by contract. ltt is argued by managament vnat 


sales must hb: continuous so that the fund will have on 
hand sufficiern: cash to redeem shares. Since the manaege- 
ment fee is ticd to the size of the Fund, it is usually 
to management's benefit to encourage sales. In 1965, 

the Securities and Exchange Commission's report, PPI 

at 203, shoved that redemptions constituted a minor 
percentage of the #unds assets. The figure ranged from 

a low of 3.9% in 1953 to a high of %.4%3 in 1964; in 1953 


the vercentage wits 3.6%. Tbid. 


It was early recognized that mutual fuad opera- 
tion creates numerpas conflicks of interest when a managqe?r 
acts as advisor and Cistributor. These conflicts occur 


because the opvortunity for self-dealing is great. But 
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thes? hazards tadigenous to mutual funds do not annear 
' ha 


to be the nrohieeren: ratised in thts ttorqat ton. hh Rarcker 
performanc.. of Lho Chemical ruad has been consistently 
above averay: Ven measured watast the performance of 


Oth: fints with similac investment programs and agains! 
he oertormane if the market in general. Yor cxyvamnple, 
becwesa Decenbor 30 196K, a:vl November 14, 1974, Dow 

, ’ 


Jones Industrials registared a 31.58 loss, StanCard & 


Poor's 425 showed a 28.9% loss, while Chemical Fund reygis- 
tercl a 0.83 loss. Using the period September 30, 1971, 


to Noveriber 15, 1974, as a hasis for compaxison, the 
Fund evidene..) the best market performance of some 14 
comparable mutual funds, and dic hetter than the genzcal market: 
as evidenced by Now Jones Industrials and Standard § 
Poor's 425. When the period December 31, 1973, to Novem- 
ber 15, 1974, is used, the Fund again ranks better in 
terms of performance in general as avidenced by Dow 


Jones Industcials or Standard & *cor's 425 and ranked 


Sixth in rpsyect of comparable funds. Exhibits show- 


cr 


ing envens?s per dollar af assets for the years 
1969-1970 3 (Pliuintiffd tex, 93-37, Schedule A) demon- 
strate that the Pund again compares favorably with other 
comparable mutual funds. Moreover, it is also established 


that churninjy is not an issue, since the brokerage 


a SR 
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vent POrids bovyser Ute rn sis taliemse Sat ol thie: 
Indust xr ; part ive Stipulated Cita 
ince proc : mp in selectiag brokers for the «x 
tion Of the FPun!'s portfolio transactions , Tht 2— 
I St prita rm ly . 4 QTL Limes "khe 1 
ar quality of op it} to be provicd=-d to tn hy 
(Pre trial orger YRAIT).- We have here, therefor2, 10 


issue OF 2 manager engaging in any transictions for 


personal peo rit, apart From the managenent fees. ec 
sec wv. Capital Carns Reasearch fuccan Inc., 375 U.S. 180 


When Moses v. Burgin was decided, fixed conmis- 
sions aid prebibition against direct customer rebates 
were the practice. The institutional funds engage: 

in huge transactions but quantity discounts were not 
permitted. Broxorage commissions were fur in exc2 


a 2+) 


of the costs and reasonable profic on the transaction. 

fa) .) “ - wi 1 : > = ¢ a Seay 1: 
Thus give-19s cama Lnko he ing. Managers of mutual funds 
used "“qive-ups" to reward brokers foc itatisticai and 
research sorviens. Plainttlf contend? that paying 
others for such services was unwarranted since the con- 
tract with (he manager required Hed to provide these 


services at its Own expense. Defendants contend that 


mer used the resoarch services: of others to test thie 
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Soundness of its own 


(CARTER, J.) CO 
information fiat. (hese practic a 
ca 
were done with the unafriltabed dLrectors having all at 
thy facks ad speci Fie. | ‘oroving the puructkier anc Cc 
oes 
Witir tall disclosure to loarenolders. Sin: the funda- < 
~~. 
; sae os } A 
wencal purpose of the fuceral secuclLttess laws 15 “to < 
me 
i 
substitute a putlosoohy Pull disclose for the = 
DIL LOSGDAY « Weact auohoc, and thus to achieve a high os 
standard of business etnics in the securities industry," i 
SEC v. Caygital Gains, ; t 186, it cansot be sail 
that anv violetion has bee:i' disclosed on this record. 
(Emphasis in the original). 
What is involved here is the exercise of a 
good faith business judgment. On the facts developed 
before me, I have no basis) for finding that the Board 
failed to exercise such care and diligence in respect 
of the matters in controversy that careful and prudont 
men could reasonably be expected to exercise under 
Similar circumstances See Ballantine on Corporations, 
Sh3 (Rev. Fd. (1946)). When questions arose the Board 
sougnt and relied upon the advice of 
is sufficient to 


—£ counsel which alone 
free them of 
Rech te 1L ’ 


liability. See Spirt v. 
232 ©. 2d 241, 247 (2a Cir. 1956). 
any fiduciary obligations of manaqemant been 
The policy of of Hberstadt from 
to kaos 


the out- 
maonfltats of 


breached. 
the Roard and 
set was to seek 


interest in 


resp2ct 
23 = 
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t 
of M&D aS “maneger and adviser of the Fund and-M&D as 
qa Hberskade subsidiary to a tinimum. This poses a 
real Problem fio thee mated fund Ftela, soe Cemm ‘nh, 

Duke Ted. 429, 432 (1992): Rote, 68 “lum. Le Rev. 3734 
(LY6S Munda F we Tn his on the Qukie: and 
Resnooasibr : tinatFiliat { Dire ( Mutual 
; Ls SER as, j 158 (1987). 
That what S involved here is noc an infrac- 
tinn of federal law but policy and an evarcis. of judgment is tvcda 
Clear in the February 2, 1972, Special Report by the 
SEC on the Future Structure of the Securities Market, 
137, Part 1I, Bureau of National Affairs, at page 6G: 
"Iwjhile the Commission is concerned that 
the level of commissions be reasonable 
in all transactions ... obtaining the 
hacit Sb ale lide bale ainat. ft te wmrmk& A 7.2 #&hw 
BOT PP © ed are i ¢ welVeaCOCG, NOS WOKS Ly, east: 
amount of the commission must be the ; 
ultimate criterion." J 
Continuing ¢: page 7, the report describes investment 
research as "a fundamental element of the brokerage 


function for which bona fide expenditure of the bene- 
Ficiary's funds is completely appropriate.” ‘The report 
discusses three types of institutional membership on ' 
securities cxchanges. Membership on an exchange to 

be used primarily as a vehicle for recapture of conmi.:- 


sions was specifically condeuned. It discussed the 


- 29 ~ 


. . 
, 4 
~ Brg s 
og % 
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quest Le fe lange members cmyaged pr ily ic ibhic 
brokerage th —VLHO seer os ney mana nt and per- 
forming Q ewe ys 1 mols it man 2S T& did 
I tr cond? pr ictice ) fund whose maGger is 
affiliated 1 \ hro -doaler who doos sirness ith 
the prio and also exccut oe transactions for the 
L£ELLL The uni qn 1 not conde this practice, 
because where the bro :Let was dlr ly managins 
Y J Cc 
and advising, it could car. Out transac Ns tor thsa . 
| 
accounts end the public (py: a-9} Commisstonec Owen 


from this portion of the report 


He would prohibit institutions ing business through a brokec- wi 
~~ 
eo 

Aealer 3 c trol and hro! --daalers frem doing port- < 
> 

folio hrokerage for a 


scounts it manages. The very policy 


which the Fund's Board has adopted. See Miller & Carlson, 
i ee 


Recanture of 


Brokerage Commissions By Mutual Funds, 


46 NYU L. fev. 35 (197 


The unaffiliated Uirectors placed a higher 
value op haviey toe Vund's pore Folin transactions free 
from any ao of Self-deaiing by Foerstadt; avoiding 


an apnearance that securities in which Eberstadt has 


a position were being pushed and in attempting to make 


certain in appsrarance .2d in fact that the investments 


the Fund miles were based on objective good faith and 
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not self-interaih’ oO the brokerage: firm with which 4 


affiliated. ngs 


Acts Amemioeaty 9 1 (Pyb. L. 94-29), to the securities 
lav would appear Ruw to bar Everstadt from any invol ve- 
ment in the porrfolto transa meee ¢ tives Dena ts 
plaintiff properly porn. out that the new amendment 
applies only a-fre May 1, L973, Lctyes ah af ceeest 
defendants' liability prior thereco. This, Of coucs, 

is true. Mosas_v. Burgi, views! in the light of ta- 
amendment and cae modification in SEC approach betwee 
1966 and the present to the question raised here, must 

be interpreted to accord with decisions holding thas a 
requirement of full disclosure and lack of misrepre- 
sentation encapsulates the impact of the federal secur- 
ities laws. Moreover, the new Law undergires the floor- 
ing on which the court's view is based that the Fund 
policy under attack is cleacly an exercise of sound 
business judament and Ouisiade ‘he reaca of the juris-~ 
diction of this cour. In sumaary, I find no basis 

for liability uncer either the federal eocurities law 
or the common law. Accordingly, judement is ordered 


for the defendant. 
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The alo’ patitutes the court's. Cindings 
of fact ahd conclusions of I.w pursiint to Rule S2(a), 


+ RCI: 


OT ) 
Dated New mck, Mew York 
Jul 7; 9 
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UNITED STATES DISTRICT COURT 


: SOUTHER!] DISTRICT OF NEW YOR: 


SUSAN TANNENSAUM, : 
Plaintiff, 
-against- $ 


ROBERT G. ZELLER, FRANCIS S. WILLIAMS, 1 
ROBERT C. PORTER, JAMES 8. COL!S, BURT 


‘N. DORSETT, JULIAN Ii. AVERY, ALi-ED E. 


|, DRISCOLL, ANDREW W. CSERSTADL, WilITMAN 


| HOBBS, LEROY F. MAREK, JAMES J. MINOT, 
| ROGER F. MURRAY, © UGUSTE RICHARD, 
| BERTRAND SOX, HOWATD A. : USK, 7. 3 


SCHNEID!'%., ESTATE OF F. EBERSTSDT, F. 
EBERSTADT & CO., INC., F. EBEKSTADT & 


' CO. MANAGERS AND DISTRIBUTORS, INC. 
and CHEMICAL FUND, INC. 


Defendants.: 


71 Civ. 2104 (RLC) 


NOTICE OF APPEAL 


PLEASE TAKE NOTICE that plaintiff Susan Tannenbaun 


hereby appeals to the United States Court of Appeals ior the 


, Second Circuit from the final judgment entered in this action on 


August 1, 1975, amd from each and every part thereof. 


' Dated: New York, New York 
August 27, 1975 


Are hae 


mJ. Buse 


ABRAHAM J. BRILL 
‘Attorney for Plaintiff 

10 East 40th Street 

New York, New York 10016 


TO: 
SULLIVAN & CROMWELL 
| Attorneys for Defendants 
mM P. Eberstadt & Co., Inc., 
| F. Eberstadt & Co. Managers 
and Distributors, Inc. and 
Robert G. Zeller 
48 all Street 
New York, New York 10005 
(212) 952-8100 


} 

| WALSH & FRISCH 

| Attorneys for Defendant 

| Chemical Fund, Inc. 

d 250 vark Avenue 

| New York, New York 10017 
(212) MU 7-7161 


(212) 683-0107 


mps TRANSCRIPT. 
UNITED STATES DISTRICT COURT 


SOUTHERN DISTRICT OF NEW YORK 


oe ee ew ee ee ewe eee et et ro) ¢ 


SUSAN TANNERBAUM, 
Plaintiff, 


vs. : 71 Civil 2104 


ROBERT G. ZELLER, et al., 


Defendants. 


Before: 


HON. ROBERT L. CARTER, 
District Judge. 


New York, December 16, 1974; 
2045 O"ClEGCK P.M. 
(Room 506) 


APPEARANCES: 


ABRAHAM J. BRILL, Esq., 
Attorney for Plaintiff 
10 East 40th Street, 
New York, N. Y.; 

BY: LEONARD I. SCHREIBER, £sq-, of Counsel. 


SULLIVAN & CROMWELL, ESqs., 
Attorneys for Defendants 


F. Eberstadt & Co., Inc. 


F. Eberstadt & Co., Managers and 


Distributrors, Inc., and 
Robert G. Zeller 
48 Wall Street, 
New York, N. Y.; 
BY: MARVIN SCHWARTZ, Esq., 
MARK I. FISHMAN, Esq., and 
LAWRENCE W. NELSON, Esq., of Counsel. 


mps 2 
WALSH & FRISCH, Esqs., 

Attorneys for Defendant 

Chemical Fund 

259 Park Avenue, 


New York, N. Y.; 
BY: E. ROGER FRISCH, Esq., of Counsel. 


THE CLERK: Susan Tannerbaum versus Robert G. 
Zeller and Chemcial Fund. 

Is the plaintiff ready? 

MR. SCHREIBER: Plai:rtiff is ready. 

MR. SCHWARTZ: If it please the Court, ready 
for the defendants Robert G. Zeller and the defendants 
F. Eberstadt & Co., Inc. and F. “»,erstadt & Co., Managers 
and Distributors, Inc., and Robert G. Zeller. 

MR. FRISCH: Ready for the defendant Chemical 
Fund. Inc., your Honor. 

THE COURT: Mr. Brill -- 

MR. SCHREIBER: My name is Schreiber, your 
Honor. I am counsel to Mr. Brill. 

THE COURT: Mr. Schreiber, what about the other 
defendants? 

MR. SCHREIBER: The only individual defendant 


is Mr. Zeller. 


mps 3 
THE COURT: The others are being dropped? 
MR. SCHREIBER: That's correct, sir. 
THE COURT: Does that include the estate of 
Eberstadt? 
MR. SCHREIBER: It does, sir. 
THE COURT: All right, gentlemen. Let us 


proceed. 


MR. SCHREIBER: Your Honor has had our brief, 


plaintiff's brief? 
THE COURT: Yes. 
MR. SCHREIBER: May I request that your Honor 
correct a few typographical errors in the copy of the 
brief. There are two at page 5 of no great significance, 
but at line 5 -- 
THE COURT: Two at page 5? | 
MR. SCHREIBER: Two corrections at page 5. 


At the fifth line, "TPI report," the T shoulod be capital- 


ized. 


In the next report, the same page, the word 


“on" should be “or”. 


The third line of the second paragraph. 


THE COURT: Anything else? 


MR. SCHREIBER: It would be “or the National 


Association". 


On page 40, which is the last page, in the 
quotation beginning with the word "Regardless", on the 
second line, the word "there" should read "these". That 
is all, your Honor. 

Your Honor, would it convenience your law clerk 
if I were to hand up a second copy of our brief? 

THE COURT: All right. 

Proceed. 

MR. SCHREIBER: Your Honor, do you want an 
opening statement? : understand your Honor has had and 
has read the brief or briefs. If you want us to go 


right ahead, we are ready. 


THE COURT: I usually do. In this instance, 
somehow, the only thing I have -- I have not seen plaintiff's 
brief. I have read the findings of fact and the memoranda, 


and I have the complaint and answer, and a short statement, 
so I suppose an opening statement might be helpful. 
MR. SCHREIBER: Very well, your Honor. 
This is an action brought by a shareholder of 


the Chemical Fund. 


The Chemical Fund is one of many open-end mutual 


funds that were widely sold In this country -n the past 
20-odd years. 


A mutual fund, as your Honor doubtless knows -- 


or 


zx & 8B BS 
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an open-end mutual fund is one that continuously sells 

its shares to the public and continues to redeem these 
shares from the public daily, that is, at any point when 
you want to buy into a fund, you may do so by paying the 
net asset value per share of the fund plus a sales com- 
mission charge, which, in smalier volume sales, is usually 
about eight and one-half per cent of the net asset value, 
and, conversely, when you want out of the fund, all you 
have to do is to tender your shares to the fund, and you 
are paid the full nein value without diminution or com- 
mission or any other charge. 

THE COURT: The point here is that the managers 
of this fund paid excess amounts for commission? 

MR. SCHREIBER: Not excess commission, your 
Honor, because commission rates throughout the period in 
question up until 1973 were established at fixed minimums 
by reoulation of the exchanges, and, willy-nilly, that com- 
mission to be paid, and no more was paid. 

Our complaint is that this fund failed to 
recapture a portion of those commissions. There were 
ways in which the net commission could have been reduced 
through various devices, which might be summarized under 
the heading of “Recapture”. 


Let me try to explain that, if I may. 


mmh 1 6 

In th: meoriod until December 5, 1968, there existed 
such 2 thing as give-ups, subdivision 1 under the heading 
Recaptur’. 

Let me digress first -- 

THE COURT: What Ivould prefer, rather than your 
getting into specific details, give me a brief outline of 
what the issues are, and then we can proceed, because other- 
wise you are getting involved in some things that are 
probably not going to help me at this point. 

MR. SCHREIBER: I will not be more than five minutes 
and this will be helpful to the court. The issue here is 
really a single issue, the failure of the Fund to recapture 
a portion of the commirsions on portfolio transactions, 
that is, the Fund paid the established minimum commission, 
nO more, and we say that there were ways in which the Fund 
could have, and by law shovld have, recaptured for the 
benefit of the Fund = portion of those commissions paid on 
portfolis transactions. What the Fund did was to permit 
its manager, its adviser and its distributor, the head man 
on the sale of Fund shares to recapture those commissions 
not for the benefit of the Fund, but for its own benefit. 
This, we say, was a breach of its legal oblication, both 


statutory and common lav. This was a way in which an asset 


of the Furd, the power to recapture, was diverted from the 


te 


qo 


6 
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Fund for the benefit of its adviser, M & D, a defendant 

in this case, and we say that here, as in the lead case 

of Moses v. Bergen, cited rather ad nauseam in my pre-trial 
memo, the managers should be required to disgorge its gain 
through allocation of these recaptured commissions, should 
be required to repay to the Fund the amount of commissions 
which could and should have been recaptured for the benefit 
of the Fund. 

THE COURT: I think that gives me some familiarity 
with what I am about to hear. 

Now, Mr. Schwartz, do you want to tell me the 
defendants’ side of it? 

MR. SCHWARTZ: Let me identify first the three 
defendants other than the Fund involved in this litigation. 
First, there is F. Eberstadt & Company, which is a member 
firm of the New York Stock Exchange; second, there is its 
subsidiary, which we will for shorthand M & D. Its full 
name is Managers & Distributors, Inc. M & D is the manager 
or investment adviser of the Fund, And, finally, Mr. Zeller, 
the only individual served, who is chairman of F. Eberstadt, 
an officer and director of M&0, and vice chairman and 
director of the fund. 

THE COURT: What position does F. Eberstadt have? 


MR. SCHWARTZ: It is a member firm of the New York 


Stock Exchange; it's in the general securities business, 
investment banking, institutional securities business. It 
does not deal with the public in anyrtail sense. Its 
subsidiary, M&D, serves as investment Manager for the Fund. 
IT would like to mention two facts which are 


stipulated by pre-tr.al order. Obviously, the Fund's business 


is the purchase and sale for investment of portfolio se- 
curities. The significant issue in this litigation arises 
from one fact which is undisputed: the board of directors 
of the Fund have directod that F. Eberstadt, even though 

it is a member of the New York Stoc!: Exchange, should not 
under any circumstances ever execute as broker any portfolio | 
transactions for the Fund. What Mr. Schreiber contends in 
essence is that the directors were wrong, that they should 
have directed Eberstadt to execute brokerage commissions 
because if it did there were gimmicks by which some part 
of that could have been rebated to the Fund in offset to 


the manacement fee. 


Now, two stipulated facts and then I will sit down 
and let the witnesses tell the case. ?t is stipulated in 
this case that of the 15 directors of the Fund and in all 
the years in question, 10 of them were wholly and completely 
independent, were not dominated or controlled by Eberstadt, 


by M & D, or by anyone else. So our position is that the 


> 


mmh4 , | 
decision whether or not Eberstadt shovld act as a broker 
was entirely a matter of business judgment to be decided 
ly these independent directors, and once they had done so, 
the court has no function to perform. 

The second stipulated fact and then I will sit 


e- e | 
down. Mr. Schreiber apparently forgot when he wrote his 


brief that this was a stipulated fact, the Fund's Lb... iness 


is the purchase and sale of portfolio securities for invest- 
ment, as it is, and it is stipulated with respect to every 
transaction executed by the Fund during the years '1 question 
here, M & D, the manager, sought best execution. There is 
no quarrel] in the case nor can there be under the stipulation 
which is embodied in the pre-trial order for any argument 
that M & D favored one broker at the expense of another for 
its own benefit. It is stipulated that every one of the 
tens of thousands of orders placed since 1965 was done so 
in 4 manner as to get the best executicn, that is, the 
best price, the best terms of execution. With that * will 
sit down. 

I ask your Honor if you would like an extra 
copy of our brief if yours has been mislaid. We submitted 


it months ago. 


THE COURT: Yes. It seems that between the file 


room and upstairs we have not received a copy of the pre-trial 


| ae] 
43 


it 


OA 
wt 


25 
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Order. T would like a copy of that, if one is available. 

MR. SCHWARTZ: I think I have a clean copy for your 
Honor. 

MR. SCHREIBER: My only copy is badly marked, 

If I may just reply briefly, true, as Mr. Schwartz 
said, we do not question byt that She Pund did receive 
best execution, which means the best available price. He 
over-simplifies, however, when he says this case involves 
Oniy my contention that Eherstadt could have executed all 


transactions. Mr. Schwartz omits, not inadvertently, I 


am sure, to mention the recapture of give-ups, which woulda 


have involved no execution on the part of Eberstadt and 
would have involved merely a bookkeeping transaction by 
which the fund would have recaptured at least $725,000 in 
the four-year period from 
in execution whatsoever by Eberstadt. 

THE COURT: Now that I am in a frame of reference, 
why don't we proceed with the trial? 

MR. SCHREIBER: Your Honor, we have marked for 
identification during the course of the depositions soma 


200-odd documents, of whizh 160 have been singled out to be 


marked in evidence he~2, mostly by plaintiff, some at Mr. 


Schwartz's request for defendant. We have those 160 document 


here. If we may in the interest of Saving your Honor's time, 


"65 to '68 without any participation 


a | 


xx 
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we will hand them up in bulk at this time, and tomorrow 


Mr. Schwartz will have available a tabulation which will 
show as to each of 
as well as a description of each. 

Is that satisfactory to your Honor? We can shortcut 


an awful lot of time. 
THE COURT: Are they numbered? 


MR. SCHREIBER: They ae already numbered with tabs 


containing the number. 


THE COURT: That is fine, 


| 
MR. SCHREIBER: We may use them in the course of the 


Jay. May I retain them on my desk, and I now for the record 


offer in evidence Plaintiff's Exhibits 1 through 160, 


(Plaintiff's Exhibits 1 through 160 received 


in evidence. ) 


MR. SCHREIBER: Your Honor, we have no witnesses 


to call for plaintiff's case. We reserve, however, to recall 


a rebuttal witness or witnesses at the close of the de- 
fendants case. Amongst those we will want to call named 
in the pre-trial order is a Mr. Dorsett, who testified at 


the deposition and whose presence I requested of Mr. Schwartz 


by telephone on Friday. Mr. Schwartz advised me that he 


would ascertain whether Mr. Dorsett is available. And may 


I inquire through your .lonor whether he will be available for 


the 160 the prior number in identification 


| 


’ 


| 

| 
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2 rebuttal? | 
3 | MR. SCHWART: I inquired of Mr. Dorsett this | 
4 morning. He advises me that he has to be in Rochester 


Friday for a meeting he would very much not like to avoid 


6 He is available Thursday afternoon. He won't come in on 


Friday unless you Subpoena him. He won't listen to me. He 
must attend a board meeting. 
MR. SCHREIBER: I am sure he would honor a direction 


from the court without a formal subpoena. May I request 


such a direction fron the court? 


12 THE CCURT: Well, Mr. Schwartz, in the event | 


that you are not going to finish, or it looks that you won't 


have to direct him to h> here, 


M4 finish by Thursday, is there eny way that yu and Mr. 

15 Schreiber can reach a point that whatever Mr. Dorsett is 

” going to rebut wili have been put in evidence so that there 
HM won't be any inconvenience? 

" MR. SCHWARTZ: He has already given a deposition, 
a I won't object to its coming into evidence, 

- MR. SCHREIBER: In that event, we might have 

- the dt ,osition read into the record, 

* | THE COURT: You are entitled to have him heru, 

F - ! MR. SCHREIBER: I would rather have the body here, 
” THE COURT: If it can't be worked out I will obviousl 
25 | 

| 


| 


MR. SCHWARTZ: If I am not finished by Thursday 


I would be willing to interrupt and put Mr. Dorsett on. 

THE COURT: Mr. Schreiber is Shaking his heed 
on that. Whatever Mr. Dorsett is going to rebut you will 
have that in by Thursday? 1 cather tiat the Plaintiff's 
position is that you make your case on the 160 exhibits that 
have been put in evidence? 

MR. SCHREIBER: And on the pre-trial order which 
stipulates certain facts. 

THE COURT: All right. 

MR. SCHREIBER: It may be that Mr. Dorsett will 
not be required until Monday. We don't know just when we 
are going to finished, 

MR. SCHWARTZ: May it please the Court, I move 
to dismiss the case for failure to prove a claim and for 
failure to prove a federal claim. 

THE COURT: Since I have not secn tte 160 exhibits, 
I will have to reserve decision on that. 

You may proceed, 

Mi. SCHWARTZ: Would your Honor like an extra copy 
of the pre-trial order which I have been able to locate? 

And tomorrow, since it may be more convenient, we will have 
another copy of our bricf, another set of the pre-trial order 


and our proposed findinys of fact and conclusions of law. 


+. 


moh Zeller-direct 14 


I offer i evidence pre-marked documents A through 


N, and I offer, if your Honor would like it a list that 


describes them which’ I cen have tomorrow, 
THE CCURT: When is it more convenient? 
MR. SCHWARTZ: I_morrow would be more convenient. 
MR. SCHREIBER: No objection. 
(Defendants' Exhibits A through N received in | 
evidence.) 
MR. SCHWARTZ: The defendants call as their first 


Witness Mr. Zellez. 


R Of R2sE he G. ZELLER, a witness called on behalf 


cf the defendants, being first duly sworn, testified 
as follows: 


DIRECT EXAMINATIQN 


BY MR. SCHWanrTZs: 

Q Mr. Zeller, what is your occupation? 

A I am chairman of the board and chief executive 
officer of F. Eberstaat & Company. I am only vice chairman 
and a director of the Chemical Fund and of another fund 
which we manage called the Surveyor Fund. I am likewise 


vice chairman of M & D, the subsidiary involved, 


.@] Is F. Eberstadt & Company now a corporation? 


ee ee 


qr 
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Q And prior to thatwas it a partner: Li 
A 208, % 4% 
Q 


Were you associated with that partnership prior 


to its incorporation? 


S, Sir, I was a partner from April 1, 1963, 


until the time of our incorporation, which was November i, 


1969, 


(9) What did you do for a living before you became 


a partner of F. Eberstadt & Company? 


A I kecame an associate of the law firm then called 


Wright, Gordon, Zachary, Parlin & Cahill in 1943: I he =ame 


a partner of the successor firm, Cahill, Gordon, Reindel 


& Ohl,as it was then called in 1954 and withdrew from that 


firm in 1963 to become a partner of F. Eberstadt. 


Q I take it then you are a memh . the New York 
bar? 

A Have been since 1944, 

Q 


Will you tell the court, Mr. Zeller, briefly ana 
in general terms what is the business of F, Eberstadt & 
Company? 


A FP. Eberstadt & Company's business really divides 


itself into three heads, your Honor: One is the investment 


| banking bwiness -- and ft will come back to that -- the other 


is institutiopal broker ge business, and I will describe that 


ty: 


b4 
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a little bit, and the third is money Manogement, and under 
the heading money management we put ouractivities into 
managing the Chemical Fund and the Surveyor Fund, and of 
recent years, scme portfolios, primarily pension funds, 
institutional portfolios. 
The investment banking business is the business 
of public issue, public underwritings, private placements, 
work On mergers and acquisitions, financial reports, and 
studies for a fee, and that kind of thing. That was the 
Original business of F. Eberstadt that Mr. Eberstadt started | 
in 1931. | 
The institutional brokerage business arises from 
our membership on the New York Stock Exchange. We did not 
become a member firm, your Honor, until 1962, just shortly 
before I went to the firm. We don't doretail business; our 
business is wholly with the larger institutions, and we get 


the brokerage business in exchange for the research infor- | 


mation on possible portfolio investments which we make 
available to these institutions. 

Q I take it, then, that FP. Eberstadt does not do 
a brokerage business with the general public in the same way 
that Merrill, Lynch or Reynolds would? 

A No, sir, we have no such aspirations. 


Q Now, does F, tberstadt & Company have a subsidiary 


a 
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known as M & D? 


A Yes, sir. 
Q What is M & D? 
A M & D has management and distribution agreements 


with the two funds, the Chemical Fund and the Surveyor Fund. 
Q Now, focusing upon the Chemical Fund, which is 
the only fund involved in this litigation, would you 
tell us in general terms what M & D does for Chemical Fund? 
A Yes, M & D for its management fee provide sub- 
stantially ail of the services which are normally provided 
by a business corporation for itself, for example, we furnish 
the offices, we furnish the back office work, we furnish 
the space which the Fund occupies, all that sort of thing 
is comprehended within the management fee, so that with 
a very few exceptions the principal expense of the Fund is 
the management fee. 
Those exceptions, your Honor, are such things 
as franchise, payments imposed directly on the Fund, the 
directors’ fees paid to the unaffiliated directors, and 
the cost to the Fund of communicating with its stockholders, 
the reports, that sort of thing, those are borne directly 
by the Fund. But apart from that we bear the expenses. 


We also act as the principal underwriter, as the 


underwriter of the Fund's shares. 


19 
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Before you come to the underwriting function, 


let m ask a few questions about the management function. 
Now, you said that M & D receives a fee for its management 


services? 

A Yes, sir 

Q Could you describe in general terms the structure 
of that fee, leaving for later consideration the dollar 
amounts which are in the record? 

A Yes, Sir. The basic fee up to a billion dollars 
is .35 of l per cent ~- it is less than a half of 1 per cent. | 
Now, there is an incentive compensation element in addition 
depending on what kind of a job ve do for the Fund's stock- 
holders. Our compensation can gO up by as much as .05 per 
cent, so it would be a total of .4 per cent. Similarly,it 
can go down to where it would be .3 per cent. That incentive 
compensation is based on a comparison of the Fund's per- 
formance over a three-year period with the Standard & Poor's 4 


to5 average over that same period. 


ie) Has the Fund's assets increase over a billion 
dollars ~- Does the percentage rate of the management fee 
decrease? 

A Yes, sir, it does, 

Q Turning to the distributor underwriting function, 


would you describe generally what M & D does? 
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2 A Yes, sir. M&D is responsible for thesale 
3 | of the Fund's shares to make sure there is a constant 
4 | in flow of cash for investment purposes and to meet re- 
5 | demptions, just as Mr. Schreiber described redemptions, your 
6 Honor, Now, the way we do that is that we employ of what 
7 are called wholesalers -- I think we currently have nine 
8 of them -- who throughout various parts of the country 
9 | call on the retail brokerage firms, the firms that do busines 
10 with the public generally, and try to stimulate sales of 
ll the funds by those retail firms. As Mr. Schreiber noted, 
2 || there is a sales charge which goes from 8-1/2 per cent 
13 1 for the small transactions down to one-half of 1 per cent 
\ 
4 || on the largest transactions, and that sales charge is divided) 
15 || with the firm that actually does the retail sales. 
16 ! Similarly, the basis on which it is divided is 
Ww | a sliding scale, your Honor. To illustate, where the 
18 jj 8-1/2 charge is allocable, the dealer gets 6-1/2 per cent 
19 | and M & D gets 2 per cent as a way of compensating M & D 
2) | for the distribution expenses, the salary of the wholesalers, 
a | and that kind of thing. On the largest transactions the 
a4 dealer gets four-tenths of 1 per cent and M & D retains one- 
? tenth of 1 per cent. 
\| 
25 


we), 
” 10] Is the distribution function performed pursuant 
to a contract? 

| 
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A Yes, sir, it is, 
| Q Is that contract reviewed periodically by the 


4 outside directors, the independent directors of the Fund? 


5 A Every year. 


6 Q Similarly, with respect to the management function, 
is this pursuant to a written contract? 
8 A Yes, sir. 


Q Has that contract been submitted periodically to 


‘© | the Pund's shareholders? 
1] A Yes, sir. My recollection is it would average 


Say once every other year, maybe once every third year. 


13 Q How frequently is the management contract reviewed | 
4 || by the independent directors of the Fund? 

15 A Every year. 

16 | Q We will come back to that at a later time. 


Now I will ask you a few qwstions about the 


is |) Pund itself. Could you tell us what its business is? 

WY A It is an open end mutual fund which operates, 

| as Mr. Schreiber described it, and the essential difference, 
“ your Honor, between us and most funds is not only our 

|| Pertormance, but the field of business in which we invest. 

| Our investments are limited to the chemical process industry, 


| that is te say, businesses which make an important use 


: | Of the chemical process. 
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The Fund was founded, your Honor, in 1938, and 
in the years which have interyened the dividing line 
between the science of chemistry and the science of biology, 
the science of chemistry and the science of physics, those 
Cividing lines have become much hazier than they were in 
1938, and, consequently, the scope of possible investments 
of the Fund has increased. 

But ours is a fund which is offered to the public 


as a means of accamplishing two purposes: To give them 


a means whereby they can invest in high technology irdustry | 


| 
| 
} 
} 


which they may not feel qualified themselves to try to 
evaluate, and, secondly, a means of spreading the risk amongst 
a substantial number of companies. I think the portfolio 
now numbers somewhere in the eighties, so there is diversi- 
fication of risk which an investor with a limited amount of 


funds cannot do. 
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~ } Q Is the Fund registered with the Securities 


and Exchange Commission under the Investment Company Act of 


| 1940? 
) A Tt: i$. 
Q Wht has been the growth experience of the Fund 
in recent years? 
THE COURT: What is that? 
MR. SCHWARTZ: What has been the growth of the 
10 Fund in recent years. 


1 | A Well, the fund was organized in 1933, with an 


a initial capital of $100,.00, and I think the only stock- 
13 holders were the directors. By the end of that year 

l4 | the assets under Management had been grown to just a little 
15 || under $2 million, and we had 9111 stockholders. 

16 Today, the assets under Management are about 

li | $706 million, and we have as of Friday, the 13th, 132,059 


IS | stockholders, which will give you some idea of the growth. 


19 | Q To what, Mr. Zeller, do you attribute the growth 
20 | of the Fund? 

21 A Primarily to the performance record ofthe Fund. 
v2 It's been an outstanding record. The annual report, 


which I think is in evidence, sets forth that. 
24 || Very briefly, what you have over this period of 


25 years since the Fund has been in existence, the Standard & 
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Poor's index, which I referred to, your Honor, has increased 
by 817 wer cent. This is as of December 3lst last year. 
And during that same period, a Chemical Fund investor has 
enjoyed a growth of 1,905 per cent. So that you can 
see, just looking at it on a straight percentage basis, we 
have done 133 per cent better than the market as a whole. 

Q Mr. Zeller, let me direct your attention to 
what has been received in evidence here this afternoon as 
Exhibit K. I believe you have a copy of it. It is the 
copy of a chart which was submitted to the Fund board at 
its meeting on November 20th. If you don't have it, I 


can give you my copy. 


A I don't have it. I have a mowe up-to-date 
version. 

Q Is it correct -- 

A -- which will be submitted to the Fund's board 


of directors meeting on Wednesday, your Honor, the day after 
tomorrow. 

Q Is it correct that Exhibit K is a copy of 
a chart on Fund performance which was presented to the board 
of Chemical Fund at its last meeting, on November 20th? 


A Yes. That's correct. 


Q Could you in general terms describe the perform- | 


ance which it depicts? 
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A Well, what we do as a regular monthly matter, 
your Honor, to keep the board of directors advised on how 
well the Fund is doing, is to compare the performance of 
our Fund against recognized m>rket indices, the Dow-Jones 
industrials, the Standard & Poor's 425, that I referred 
to, and, as well, to the comparison of some funds which are 
like ours aimed primarily at the appreciation of capital 


and whose performance over a period of time has been com- 


parable to ours. They are the funds with which we thin 


we are in the keenest competition for the investor's 


collar. 

Now, the comparison is over varying periods of 
time. There is a comparison from December 3lst of the 
preceding year -- in this case, '73, until, on Exhibit K, 


November 15th, and, as you can see, nobody has a good 
performance. Ours, I regret to say, was not satis- 
factory. It was better than the averages, but I don't 


regard it as satisfactory. 


Now come down to the next column. It com- 
2 | pares us over a shorter period with those same funds and 
with the averages, and then, similarly, a still longer 
va } period is contained in the third segment of the exhibit, 
that being roughly a five-year period. 


25 | And I might say, Mr. Schwartz, it is this five- 


or 
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year chart to which I and the other directors pay the 

most attention, because we hold ourselves out to the public, 
ano it is a fact tht we are not a trading fund. We have 
low portfolio turnover. Our investments are made for the 
long haul, and equally our performance is to be judged over 
the long haul. 

THF COURT: Excuse me. So I can understand 
this exhibit, Mr. Zeller, those figures are percentages 
growth; is that right? 

THE WITNESS: Yes. Percentage of change, 
really, over whatever the base is. 

You see, in that first batch, your Honor, the 
base is the price or the averave, as the case may be, as of 
December 31, 1973, and, as you can see, we did a little bit 
better than the averages -- not enough to make me feel that 
we did a good j >». 

Now, the next grouping, you see, compares 
current performance with a base point of September 30, 1971, 
and, as you can see, particularly in the case of the 
Chemical Fund, our performance, although unfortunately 
downward, was still a heck of a lot less downward than the 
market as a whole. 

Then, for the third grouping -- 


Q Let me be specific about the third grouping, 
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Mr. Zeller. 


Will you look opposite Chemical Fund in the 


' || first column at the beginning, 9.505. That is for December) 
30, 1968. What does that figure mean? 
S A Net asset value. 


So each share of Chemical Fund on that date had 


a net asset value of $9.505? 


A Yes. 
; Q And what is the figure for November 15, 1974? 
" A $9.43. | 
Bs Q So on that date, November 15, 1974, the net | 


asset value per share was $9.43? 
A That'*s correct. 
IS Q And the figure in the third column, minus .8: 


| What does that mean? 


2 A It's .8 per cent lower than it was from the base 
" point. 

19 And I might say, your Honor, if we don't get a 
20 | market turn between now and the end of the year, thi; will b 


21 | the first five-year period in Chemical Fund's history 

= where we haven't shown somethiny on the order on a total 
return basis, both capital gains and ordinar. income -- 
where we haven't shown a gain somewhere in the order of 


12 or 14 per cent per year. 
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Q Now, what would you compare that .8 per cent 
decline to over that five-year period? 

A Well, with say, the Standard & Poor's 425. | 
The Standard & Poor's was off during that same period nearly 
29 per cent -- 28.9 per cent. 

Dow Jones, which is a more limited index, was 
off 31-1/2 per cent. 

Q Mr. Zeller, do the net asset value figures about | 
which I asked you a moment ago, $9.505 in '68 and $9.43 | 
for November 15, 1974, take into account capital gains and 
ordinary income dividends during that period? 

MR. SCHREIBER: Your Honor, I rise only t'4s 
once, to make objection, that this entire line of testimony 
has no relevance to the subject matter of this litigation, 


which is the failure to recapture commissiors on portiolio 


transactions. That this Fund has grown, either throuo’ 
sales or earnings, or that this Fund hes a better or a 
poorer performance record is utterly irrelevant to the 
issue here before the Court. 

I have no objection to the continued line of 
this testimony, since we are here without a jury, but I 


just want to call to your Honor's attention the utter 


irrelevancy of the entire testimony. 


THE COURT: All i jnt, Mr. Schreiber. 


nn 


ry 
> | 


Will you proceed, please. 


ps7 Zeller-direct 28 


Q Do you have the question in mind, Mr. Zeller? 
A I am sorry. I have not. 
Q It would probably be quicker to restate it than 


to have it read to you. 

I direct your attertion to $9.505 net asset 
value for December 31, 1968 and the comparison with the 
comparable figure of $9.43 on November 15, 1974. 

Does that comparison take into account dividends 


paid out during that period from ordinary income or dividends 


paid out from capital gains? 


A Beth. 
A Yes. 
Q I have asked you some questions, Mr. Zeller, 


Q They are both taken into account? 
about the impact of performance, investment performance, 
upon growth. What has been the impact upon growth of the 
continujne sale or public offering of the shares of 


Chemical Fuad? 


A Weil, it’s awfully hard to parse it precisely. 


Perhaps I can answer it this way: 


would have been, say, about the end of October a year ago, 


the total assets under management in the Chemical Fund 


Just a little over a year ago, your Honor, it 
| 


—! 
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were slightly over a billion dollars. iin: ae I 
indicated, they are around 706, 710 -- right in that range. 

Now, during that period, however, we have gone 
from 114,000 to 132,000 stockholders. 

Now, you can add or lose assets by market 
action alone, but you can't add or lose stockholders by 
market action. You do that only by sales. 

So some indication of the sales success is shown 
by those figures which I cited to you on the growth and 
the number of stockholders. 

Q Are you familiar with the statistics for the 
investment company industry in general as they relate to 
the relationship between sales and redemptions? 

A Yes, sir. 

Q Since 1970, in general terms, what has been the 
industry experience? 

A Well, the industry during that period of time 
has almost been consistently in what is called the net 
redemption position, where redemptions have exceeded sales. 

Now, the statistics don't always show that, 
because the statistics on sales include new funds which 
are started during the year, and some of these new funds 
take hold of the popular imagination right away and tend 


to inflate the sales figures. 


a 
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To give you an example, during this last yeawr, 

when short-term interest rates have been at an all-time 

high, a number of management companies have started what 


are called money funds. 


Q Money market funds? 
A Money market funds. Ana@ the sales of those 
have been very rewarding. But they make the case of.what 


I call the ordinary, the long-established mutual fund look 
very much better than it actually is for the most part. 
Our own situation, I am happy to say, has been 

a very significant departure from that. Last year, that 
is, for the year 1973, we had the very best sales year 
that the Fund has ever had, and redemptions, as I recall 
them -- I can refresh my recollection, if you want them 
precisely, your Honor, as shown in some of the exhibits -- 
but redemptions were on the order of only a third of the 
total sales. We sold last year something like $191 
million worth of Chemical Fund. 
sales were appreciably behind what they were last year, 
but, interestingly enough, on a per share basis, our sales 
this year are ahead of last yr ~~ again, the result of 
market action: 

Q What is the expense ratio of a mutual fund? 


A The expense ratio is simply a way of comparing 


Well, this year, dollar 
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expenses and the way it is computed that the total | 
expenses of the mutual fund, management fee, directors' 
fees, that I referred to and all other expenses are compared 
with the total net assets under management, and then that 
percentage is used as the yardstick to see what the relative 
costs borne by the various funds are. 

Q Is this a yardstick used by the SEC and by 
analysts generally? 

A Yes, sir. 

Q How does the expense ratio of Chemical Fund as 
you find it compare with other funds of comparable size? | 

A Well, I think you will find it is amongst the | 
very lowest in the industry. Our expense ratio is | 


presently running something like .54 of 1 per cent, and when 


you realize that the management fee alone for most funds is 


.5 per cent, you can see that we are operating on a very 


economical . basis. 

Q ‘+ ZT have one more question to ask on investment 
performance, which I forgot to ask, having been rattled by 
Mr. Schreiber's objection. 

Does Forbes Magazine periodically review and 
assess the performance of mutual funds? 

A | It done: 


Q Did it make such an evaluation this year? 


to 


uw 
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A Not only this year but last year. ~ mantion 
thqt because last year, of all the funds they e:.uu5ined, 
Chemical Fund was the only fund to get an A rating both 
in up markets and down markets. This year -- and I think 
Forbes was right -- the performance of the mutual fund 
industry generally was so dismal that they didn't make that 
award. They didn't make that computa*ion, I should say. 
But I am happy to add that Chemical Funea at least was one 
of the three funds that were singled out as having done a 


very much better job than the industry as a whole. 


| 
| 
| 
THE COURT: Has that comparison varied very | 
much over the years? ! 
THE WITNESS: Yes. Particularly during the 
‘60's ctrere was what was called the gun-slinging funds, and | 


they did very well for a tine, and when things began to 


| 
change they did not do so well. 
Q Turning back to F. Eberstadt & Company, Mr. Zeller, 
| 
| 


as you testified, it has been a member of the New York Stock 
Exchange since 1962; is that correct? 

A That's correct. 

Q Has Eberstadt ever acted as a stockbroker for 
chemical Fund? .: 

A Never. 


Q Why has it not? 
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A Because we considered that to uv ‘i would place 
us in a position of conflict of interest, and it was our 
recommendation to the board of directors consistently,and 
the board of directors has always agreed with us on this, 
that it is far better for the Fund to avoid actual or even 
an apparen. conflict, and therefore they have agreed that 
Eberstadt should not act as a broker for the Fund. 

Q Could your tell us in general, Mr. Zeller, how 
the Fund goes about selecting the brokers «iom it employs 


to execute transactions? 


A Yes. The yardstick, vhe bazic yardstick still 


is who will give us the best execution Now, there are 

a number of brokers normally with respect to any particulzr 
stock who will fall in that category, all about the same 

in execution capabilities. Where that is true it has 
been the practice of the management, spelled out in the 
prospectus and discussed with the board of directors, to 
give the brokera business to those brokers who have 
rendered some kind of service to the adviser and, more 
appropriately, to the Fund, doimso through the adviser. 


Those services which we took i ~ account over 


“ the years were sales, that is to say, who sold mosc for the 


Fund; second, who had given us research, which had stimu- 


lated our own research, and, third, who had given us 
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| 
| 


statistical services which we need for the day-to-day 


operation of the Fund. 


Now, since July of 1973, the National Association 
of Securities Dealers, of which, of course, Eberstadt and 
M. & D. are both members, has laid down a rvie that sales 
of the Fund should neither be a qualifying nor a disqualify- 


ing factor in the selection of brokers, and we follow that, 


your Honor. 
Q What kind of research and statistical services 
1] | does the Fumobtain through M. & D.? 
12 | A Well, in the -- 
13 Q From other brokers? 
14 | A Well, in the area of research we get from good 
15 \ houses reports, institutional reports, and these institu- 


| 
! 
16 tutional reports are never the sole basis upon which a | 
| 
} 


17 portfolio decision is made. We always, as a matter of 

18 | pride and a matter of keeping our record good, we never 

19 make a portfolio decision unless and until the M. & D. 

20 staff has gone over this, and, in the case of a proposed 
» 21 purchase of a company whose stock has not therefore been 
. 22 || represented in the portfolio, until and M. & D. staff 

23 member has gone out and visited that company and gotten 

aA || idea of how the management operates and what its research 

25 | and development programs look like in that kind of thing. 

| 


to 
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THE COURT: Let me ask you this: 


Am I correct in assuming that M. & D., having 
done the research in regara to investment portfolios of 
the Fund, then presents that to the company, and a decision 
is made on that basis? 

THE WITNESS: Not quite, your Honor. Almost. 
Let me explain how we do it. 

THE COURT: Well, if you would -- 

THE WITNESS: I am glad to do it, your honor. 

The M. & D. staff each month -- you see, the 
board meets monthly, and the M. & D. staff each month 
prepares its investment recommendation, and that is based, 
of course, on not only purchases but sales, sales and also 


on a forecast of whether there are going to be net saies 


as compared with redemptions and about how much cash is 
going to be available over the forthcoming month to to 
invest. 
shes Now, that proposal is presented to a portfolio 
committee of the board, and the portfolio committee of the 
board is composed of a majority of outside directors, so- 
called disinterested directors, as the current statutory | 
expression is. © | 
There are in addition so-called inside directors 


who sit on that portfolio committee. Mr. Williams, who 


=>) 
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is chairman of the Fund, or me, either one of us, we are 
ex officio members. 

Bob Porter, who is. president of the Fund, is 
an ex officio member, and Bob Van Derventer, who is senior 
portfolio officer, is secretary of the committes. 

Now, that committee meets once a month just 
prior, usually one or two days prior to the board meeting, 
and the meeting lasts typically all morning iong, followed 
by a lunch. During that time, the staff and the port- 
folio members exchange -- the portfolio committee ‘e" cers 


exchange ides. As a result of that exchange of ides, 


out, where it is proposed to sell so many shares of the 
securitles and it is proposed to purchase so many rhares 


| 
| 
what we call an interim investment program is hammered | 
of another set of securities. 

That interim investment program -- that proposed 
interim investment program, because that is what it is at wa 
‘point, is reported to the full board of directors, and 
again it is discussed at the board level, and from that, 
occasionally with changes, the interim investment program 
for the forthcoming month emerges, and that is followed 
between the time of that board meeting and the next board 
meeting. 


THE COURT: All right. Thank you. 
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2 Q You testified earlier, Mr. Zeller, about the 

3 kind of information the Fund receives from brokers through 

4 | M. & D. Did the iaformation and material so received 

5 reduce M. & D.'s operating costs? 

6 A No. It really didn't, Mr. Schwartz. You - 

7 recalling an argument which I had with Mr. Eberstadt for 

8 | years, but I will answer it this way: 

9 In a sense it did not, because, as I said, there 
10 isn't any decision, portfolio-wise, tha: was made ever 

11 without work by an M. & D. staff person, including the kind 
12 of business that I spoke cf. So in that sense, and that | 
13 was the sense that Mr. Eberstadt always focused on, it stant 
14 save us any money. 
15 On the other hand, there isn't any question 

16 but what this outside research information was of great 

17 valu2 to us. I mean, it's a different point of view. 

18 It's a point of view that's presented by people who are 

19 _ outside the organization. It's a wonderful way of check- 
20 ing the view. Ana if we didn't hae it coming in from 

21 the outside, maybe we could buy it; maybe we could add 

cad analysts, which I doubt. You wouldn't get the same 
~23 product. » So it's in that sense that I always need] ed 
: 2A Mr. Eberstadt and said it really doesn't cut down on our 

3 | expense. 
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: Q As the securities industry is now structured, 


do you know of any way in which one in the ordinary course 


would get this outside help except by the allocation of 
| commission business? 

6 A No. Let me turn to a different subject, 
Mr. Zeller. I will ask you questions about give-ups. 


|} Youhave heard the term, I take it? 


° A Yes, sir. | 
10 | Q Will you tell the Court what the term means, as | 
» L} you understand it? | 
12 A The give-up, your Honor, was a product really | 
13 of two rules, of the interaction of two rules of the Stock 
14 Exchange. One of those two rules was the minimum commis- 
15 | sion rule, where the same commission rate was charged | 
16 | regardless of whether the order was for 100 shares or | 
7 10,000 shares. 
18 | Obviously, the costs associated with the 
19 Fi eadaeialiile of the 10,000-share order were not proportionately 
20 | greater than the costs associated with a 100-share order, 
21 | so that institutional business was very profitable business. 
22 The other rule which led to give-ups was the so- 
| 
~23 | called-no-rebate rule, which is still in effect. 
THE COURT: What is that? 
25 | THE WITNESS: No-rebate, your Honor. No 
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rebate. 

A (Continuing) And that is the rule which 
prohibits > member firm from giving back any part of this 
commission, nc atter how profitable it is and no matter 
how much he would like to do it in order to secure a 
continued -low of business to the customer who put in the 
10,000-share order. 

Now, up until -- I think it us December of 
1968, the Stock Exchange came close to permiiting an avoid- 
ance -- maybe you could even use the word "evasion" of that 
no-rebate rule, and what they did permit was for a customer 
like Chemical Fund, for example, when it gives a very 
substantial brokerage order to the XYZ brokerage firm, to 
drect that a portion of those total commissions be paid over 
to some other member firm in recocnition of the services 
which that some other member firm had performed for the 
Chemical Fund. 

Q Now, you testified, as I recall it. that this 
practice stopped on December 5, 19668? 

A It was in December. 

8) Because of a change of rules by the New York 
Stock Exchange? 

A Yes, sir. Customer-directed cive-uos from 


and after that date were prohibited. 
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Q Now, qoina hack to the period before December 
1968, let us assyme you placed an order to buy or sell 
10,000 shares of a stock with Merrill Lynch, and let us 
assume that the total commission was $10,000, that being 
the minimum commission prescribed by the New York Stock 
Exchange. 

Could you direct Merrill Lynch te pay a part of 

that to anyone who was not a member firm cf the Exchanqe? 

A No. 
Q So that you could direct Merrill Lynch to pay 
rn portion of that to some other member firm of the Exchange? 

A Yes. Sriyaect, Mr. Schwartz, and the subject 
is that trere were firms -- and I don't remember right now, 
as T sit here, whether Merriil was one of them -- but there 
were firms who did not honor these customer-directed give- 
ups, that is to say, they would not give up any part of 
their conmission to any other member firm. 

@) And were there other firms who might under 


some circumstances pay give-ups but otherwise would not? 


A That’*s riqnt. 
Q Now, let us assume for the moment that Merrill 


Lynch was one of those firms which was amene»le to paying 


those give-ups. T take it that it could orly make such 


a payment to a member firm of the New York Stock Exchange. 


| 
| 
| 
| 


- 
mps % 2iler-direct 41 
A That's cerrect. 


QO And it could make such a payment to another 


member firm whether or not that member firm narticipated 


in the execution of this particular order? 

A That's correct. 

Q Now, was it the industry practice -- and I mean 
investment comp-n: industry practice -- in the vears 


prior to December 5, 1968, for investment companies to 
direct executing ! cokers to give up parts of the commis- 
Sionsthey earned in executing mutual fund portfolio trans- 
actions to other member firms who had cold sharece cf the 
firm to the public or who had supplied statistical 

advice? 

A Yes It was a useful device from the stand- 
point of the Fund manager, because if a fund had performed 
services for you, your Honor, but was not capable in your 
judgment of giving you the kind of execution you wanted, 
you could still take care of that firm through the give-up 


mechanism. 


a) Did the give-up mechanism result in any increase 


in the brokerage commission costs of the Fund? 
A No; not at all. 
9 And why was that? 


A W- 11, because although the stated commission 


72 
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schedule of the Stock Exchance was a minimum commission 
schedule, nobody ever charged more than the minimum, and 


there was just -- it wos a fixed rate business. That's 


9 Let mo turn to a subject other than give-ups, 


aid I will come to them later. 


bH 
fu 
3 
Q 


Oing to ask you 
Some questions about the Chemical Fund board or directors. 

During the period 1965 to 1973, how manv members 
has the Fund had? 

A Well, let me start with the current -- the 
current situation. We have fifteen diectors, a total 
of 15 directors, and at the present four of those are 
interested directors, and the balance, the other eleven, 
are now disinterested directors, so that on the present 
composition it is someching like 73 per cent of our board 
are disinterested directors. 

9) In years '65 to '73, was there ever a time when 
more than five directors of the Fund were affiliated or 
associated with either Eberstadt or M. & D.? 

A No; i don't believe so. 

Q Could you identify the present ten outside 
directors of the Fund, and not in any kind of lon: vresent- 
ation abowt each hut tell the Cou» » they ere ond their 


Principo2] occupation. 


| 
} 
| 
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THE COURT: Before you go to that: 
From 1965 to the present, has the number of 


directors been the same: fourteen? 


THE WiTNESS: It's eitner been fifteen or fourtee 
your Honor. I don't think it has varied materially in that 
time. 

THE COURT: All right. 

A Well, I will do it in alphabetical order. 

First, Dr. James Coles. Dr. Coles had a 

Ph.D. in chemistry from Columbia College. For fifteen 


years he was president of Boden and is now president of 
the Research Corporation. 

THE COURT: Well, I don't know if it is necessary 
to mention nim, because he is no longer one of the parties. 


MR. SCHREIBER: It presents no problem, your 


Honor. 
A (Continuing) He is a member of the portfolio 
committee. 
Next, Bert Dawson. He graduated from 
Dartmouth. I might say he is the only three-year varsity 
letter man we have on the board. Bert's principal quali- 


fication, however, is not that but rather his investment 
background. He was the principal investment officer for 


the University of Rochester and is now the principal invest- 


| 
| 


’ 
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2 | ment officer for the College Retirement Equities Fund, 
3 || which is probably the largest equity fund in the country, 


: 4 | your Honor. 


I think I am right in saying that it is some- 


6 where in the order of three billion dollars. Bert is 


~ 


also a member of the portfolio committee. 

Next, Alfred Driscoll. Mr. Driscoll graduated 
a from Williams and then from the iiarvard Law School. He was 
10 | the first Governor of New Jersey to be reelected in a 
11 hundred years. After he left the Governorship he became 


a the chief executive ofricer of Warner-Lambert and built | 


13 || that from a relatively small company into one of the 
14 | largest health care companies in the country today. 
15 | He is now retired from that but still busy as the head of 


ae. theNew Jersey Turnpike Commission. 


yi Next, Dr. Bertrand Fox. Dr. Fox got his 

1a | Bachelor of Arts from Northwestern, Ph.D. from Harvard in 
19 | economics. For years Dr. Fox was on the faculty of the 
20 | liarvard Graduate School of Business Administtation. He 


A a | retired recently as the Jacob Schiff professor of invest- 


ae || ment banking of that institution. lie has also served in 


a number of consultative capacities with the Government. 


© 


a I remember his best as an expert witness in the Investment 


~~] 
S 


Bankers case, which was tried in the late 40's before | 
{ 


to 


~] 
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Judge Medina. He was an expert witness for the defend- 
ants in that case. 

Next, Whit Hobbs -- Whitman Hobbs. Bachelor 
of Science from Harvard, whose entire business life has 
been spent in the marketing end of things. Ne was for 
16 years senior officer of Berton & Boweles and for years 
before that an officer of Batten, ! On, Durstine & 
Osborn. 

Next, Lawton Johnson. Jobnson had a Bachelor 
of Science in engineering from the University of Michigan, 
spent a good deal of time in executive positions with 
U. S. Steel of an engineering nature and is now chairmna 
of the board of a firm of management consultants called 
Panta, Inc. 


Next, John Martin, who got out of Georgia Tech, 


having graduated there with a degree in chemical engineering. 


All of his business life has been spent with Hercules, 
which is one of the largest companies in the country, and 
Mr. Martin is now chairman of the board of that company. 
Bradford Mills. Brad went to Princeton, 
graduated from there, took graduate work at Oxford Universit 
in England, was in investment banking business f a time 
With Cberstaudt, back in the 50's, came to the board after 


having becn president of OPIC -- Overseas Private investment 
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| Corporation -- wanich was a Government corporation which 
3 | insured all foreign investors 
{ Brad did that for a per‘od cf four years, and 
5 | then, as I say, he rejoined us as chairman of our inter- 
6 | national subsidiary but withdrew about six months ago to 
‘ become president of his own company, Bradford Ventures 
Limited, which has the financial backing of one of the 
largest and oldest agyregations of family wealth -- not 
10 | Rockefeller -- in the U' ited States. 
1] | Next: would be Dr. Roger Murray. Dr. Murray 
ae has his "r.D. in economics from NYU. After graduating 
I | from co lege, he was for many years, 1932 to 1955, at the 
Bankers Trust Company in various investment capacities. 


T believe I am right that when he retired he was head of 


15 | all of their institutional portfolio-. He left there to 
go into ti academic life. He is now a professor, a 

8 | Sloane professor of finance at the School of Advar.ced 

19 Business Administration at Columbia, having been engaged 

20 | in that, I think, really since he left Bankers Trust except 
for a period of time when he took on the respon, * >. ity 


22 || which Bert Dawson now discharges, that of overseeina the 


“3 | equity investments of CREF, this huge investment’ p-~tfolio 


which I mentioned earlier. 


2 
’ 


§ 


Now, next Dr. Howard Rusk, who is a medical 


“_ 
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doctor, and he is director of the Institute of Rehabilita- 
tive Medicine of NYU. He is probably, at least so far 

as I am aware, the best known medical man in the country. 
He is a contributing editor of the New York Times. He is 
a contributing editor of tne Medical News. He has been 
a valuable memb:r of the board in keeping us in touch with 
medical developments. 

Now, next, Franz Schneider, who is, both 3}: 
terms of service and i: terms of ag our oldest director. 
Mr. Schneider is th last mem 2r -£ the board who was a 
member of the board when Mr. verstadt started the Chemical 
Fund, back in 1938. 

Franz is a graduate of MIT. He was during the 
twenty vears first ei canihah editor of the New York Evening 
Post and later of the Vew York Sun. From there he went 
to the Numont Mining Company, which was essentially an 
investment company in the mining industry, and became its 
executive vice-president and chairman of its executive 
committec. He is now retired but still serves as 3 
consultant. 

Now, during this period, of course, some of 
the directors who were on in the ear!y part of th» period 
have gotten off, and [I might just inernctron those: 


Julian Avery served on the board from 1946 to 
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| 


1968, graduated from MIT. He was vice-president in 
research of Research & Development for Diamond-Shamrock and 
left to become a technical consultant to Standard Oil of 
yew Jersey, now called Exxon, to the Ethyl Corporation, 

to M. W. Kellogg and Union Carbide. He is an inventor 
o£ numerous processes in use in the chemical industry 
today. 


James Minot was on the board from 1938 to 


1970. All of b“s professional life, Jimmy was a partner 
of Paine, Weber, Jackson + Curtis, the predecessor firm of 
Jackson & Curtis, and director of many companies. I think 
he was three times presidont of the Investment Bankers 
Association and had a very distinguished career. 

Auguste Richard was one of the Original members 
of the board starting in 1938 and served until 197C. with 
the exception of the war years. Gus was man who was 


fortunate enough to have a considerable amount of private 


means. He was always a very substantial private investor 
of family moneys, and he had a fine Government career. 

He succeeded Mr. Eberstadt, as a matter of fact, as chairman 
of the old Army & Navy Munitions Board in World War II, 

and thereafter for aw period became 3 partner of Eberstadt & 


Company, having retired from that Capacity in 1954. Gus 


now describes himself as engaged in civic work, and that is 


“neers 
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| 
a pretty good description. That's what he does. | 
The only other person who was a member during 
this period who was a member of the board and is not now 
is Roy Marek. Roy was 2 graduate in chemical engineering 
of the University of Texas and got a graduate degree, 
probably < Bachelor of Science, from MIT, also in enginee~- 
ing. He was a senior vice-president of Arthur D. Little « 
Company in Cambridge and served on our board as long as 


we could persuade hi~ to do so. 


I think that completes the roster of the outside 
directors. 
Q Thank you, Mr. Zeller, 
Now, I am sure you have heard Mr. Schreiber in 
his opening remarks use the word “recapture”, and I am 
sure you have seen that word innumerable times in the record 


of this proceeding since it began. 


involve the use in way or another of Fberstadt Company's 
seat on the New York Stock Exchange directly or indirectly 
in the handling of brokerage business for the Fund? 

A The answer is yes, with the audendum that we 
could have done what some firms have done. In order to 
settle cases like these, they have agreed to take on member- 


| 
] 

| 

| 

Am I correct that the word "recapture" woufid 
| 
ship in a regional exchange through an affiliate that does | 
| 
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not have these rebate provisions and hav’ a provision 
whereby one way or another part of the commiissions can Be 
taken back by the affiliate and used by the affiliate, or 
part of them, anyway, in reduction of the management fee. 
But, directly or indirectly, you are right. It involved 
the use of Eberstadt as a broker. 

Q Now, if Eberstadt acted as a broker for Chemical 
Fund and executed orders for it on the Stock Exchange 
to buy or sell portfolio securities, I take it Eberstadt 
would then be entitled to a commission? 

A Yes, sir. 

Q And let us assume it was a non negotiated com- 


mission, one on which the rate was fised. 


A Yes, sir. 

Q Now, aS you understand the rules of the Stock 
Exchange -- and if I may be forgiven for leading, because 
I think this is non-controversial -- as you understand the 


rules of New York Stock Exchange, would it have been poss- 

ible over the years for M. & D. to credit against the 

fee which it charged the Fund for its management work some 

part of the commissions which Eberstadt received from the 

Fund on the execution of the Fund's portfolio transactions? 
A Not a hundred per cent clear on the rules of 


the Exchance as written but on the rules of the Exchange 
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as interpreted by the man on the staff in charge of them, 
aman named Bishop, the answer is yes, your Honor. 
Theoretically it could have been done. 

Q And wis it poxssible, as you understand it, until 
1968 for Eberstadt to demand give-ups or for the Fund to 
direct executing brokers to direct give-ups to Eberstadt? 
That would have been possible, would it not? 

A 

Q If you found a firm willing to pay the give-up 
in- the first place? 

A And if you found us willing to accept them, 
which we Weald not have been. 

Q Assuming that Eberstadt was willing to receive 
give-ups and you found anexecuting firm willing to pay them, 
could the amounts of the funds so received by give-ups -- 
or could the anount of the give-ups received by Eberstadt 
have been offset against a management fee charged by 
M. & D. in some manner that would not violate the Exchange 
rules? 

A Theoretically, yes. 

O Now, I take it from your previous testimony that 


the board of directors of Chemical Fund took the position 


& 
throvujh this period and to the present day that Eberstadt 


should not under any circumstances act as the Fund's broker 
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and should not under anv circumstances receive give-ups on 
Fund business; is that correct? 

A The answer is yes, and, indeed, for a period 
prior to the period covered by the complaint. 

a) Fir how 1 ‘tir. Zeller, have you been aware, 
that is, you personall that if the Fund directors wanted 
to, if the Fund directors were willing to and if M. «& D. 
were willing, it tras vossible to find somehow within the 
Stock Exchange rules a method whereby Stock Exchange give- 
ups ¢ ..d be offset against the Fund's maagement fee? 

A Mr. Schwartz, you see, there was a period of 
time in 1962 when I was still a partner of the Cahill firm, 
and through an arrangement with John Cahill, who was senior 
partner of the firm -- we were good friends -- I was on 
loan to Eberstadt at my reguest to see if I would like the 
business, and that kind of loan arrangement continued for 
really, looking backwards, an unduly long period of time, 
something like five months, as I recall, and it's the best 
of my recollection that even in the latter part of 1962, 
when I was over there on a loan basis, this possibility was 
discussed and discussed with the board. 

Q When was it, again, that Eberstadt first became 
a member of the New York Stock Exchenq::? 


A In the summer of 1962. 


| 
| 
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Q Is it your recollection that the subject of 
the possibility of recapture was discussed thereafter -- 
and let us stop at January 1967. 
A The answer is yes. It's been -- it's been a 
subject which has been reexamined at least once a sear, and 
I think oftener. 


a) Now, beginning with January 1967 -- and I will 


confine my questicns to the written record only -- what does 


the written record show about the frequency with which the 
Fund's board of directors considered the possibility of 
using Eberstadt's brokerage seat as a means of recapturing 
commissions and thereby reducing the management fee? 

A Well, if my memory serves me, it was in that 
time, in January of 1967, when we first began our practice 
of submitting our -- I mean, M. & D.'s practice -- sub- 
mitting a written report to a commission committee of the 
board appointed to consider the question whether the 
management and distribution agreement should be renewed 
and report to the full hoard, and I think it was in 1967 
that we first dealt with that in writing. 

Now, we dealt with it at least in writing, 


again, at least yearly thereafter and more frequently, as 


1 recall. For example, this case that Mr. Schreiber likes 


so much to refer to, this Moses against Kergen, on the 


ee 
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occasion of that case, we immediately circulated that 
decision amongst the hoard and considered with our outside T4 
counsel, Sullivan & Cromwell, whether this meant that we 
had -- we were compelled to make a change in our brokerage 
practices, and that was done, as I recall it, in the middle 
of the year. 

SO my answer to you, Mr. Schwartz, is, at 


least onc? a vear. 


ww 
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Vv Let me direct your attention, Mr. Zeller, to 
Plaintiff's Exhibit 74, which is a memorandum dated 


January 9, 1967. Do you have a copy of it? 


A I don't think so, 

Q Why don't you take mine? 
A Thank you, 

ra 


Is this a cupy of a memorendum which M © D 
prepared for the hoard of directors? 

A Yes, it is a memcrzndum which I referred to. 

MR. SCHWARTZ: Would you Like to look at a copy, 
your Honor? I won't spend much time on it. 

Q Whot wac the cecasion for this memorandum to 
the board, Mr. Zciler? 

A Well, this is a renort put out by the Si! which 
has come to be known i. this case, at least, as the PPI report, 
public ») icy implications tenort, and that report had in it 
@ number of recomrondations, some of them for legislation, 
some of them for changes in the business practice. 

Io must say that in getting ready to testify here 
today I was struck by the great discrenancy between what 
Mr. Schreiber had to say in his brief about the mutual fund 
industry and what the SEC had to say in this, what was 
regarded generally 25 an unfavorable report. 


9 tT aw not asking shout that. 


te 


ur 
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TUR COURT: I think you better leave to Mr. 
Schwartz any arquments. We want facts from you. 
THE WITNESS: I'm sorry, your Honor. It's easy for 
me to slip back to an earlier incarnation. 
Q Did that report by the SEC, the so-called ppr 


report, discuss this qvoertion of recapture? 


A i fe as so Bes 

@) Was that report distributed to the directors of 
the Fund? 

A Yes; 6i%% 

‘@] Ts the document that T have handed to you a 


Suamary of the report rrapared by M & D for the directors 
of the Fund? 

A yes, six. 

e) Docs that memorandyr snecifically advert to the 
possibility of recapture which is discussed in. the report? 

A Yes, sir. 

Q Now, Mr. Zeller, I will direct your attention 
to January of 1968 when the src proposed the adoption of 
anew rule, Rule 10(b) (199. no you recall that proposal 
sufficiently clearly cnough to deseribe it to the court? 

A In general terms it was a Proposal which Looked 
toward compelling the kind of an arrangement which Mr. 


Schreiber contends was cremne Lled all along. 


b2 


wa 
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9 And did the SEC put out for public comment a 


proposed rule 10(b)/10} which would achieve that purpose? 


A Tt. aia, 

Q Was that rule ever adopted by the SEC? 

A It was rot. 

0 When *‘ + rule was eropvosed dic the h- rd of the | 
Chemical Fune consult counsel? 

A Yes, Sile 

Q Did it receive an opinion from counsel? 

A Tt. diay 

0 Let me show you Exhibit 75 and ask you if that is | 


the opinioa which counsel furnished to the board of Chemical 


Fund? 
A It is. 
9] It is short and I won't ask you to read it. But 


what was the substance ot the opinion? 
A Well, the substance of the opinion was that the 
board -- 
MR. SCHREIBER: I must rise to object. The opinion 
speaks for itsclf. It is in evidence, 
THE COURT: Yes. 
MR. SCHWARTZ: May the witness answer, your Henor? 
THE COURT: <T think Mr. Schreiber is correct. I have 


a corny of it. 


~ 


12 
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MR. SCHWARTZ: He is technically correct. 
Q Let me ask you this question, Mr. Zeller: pid 
you personally rely on that opinion? 
A I did, 
9 Do you -ecall that in November of 1969 the src 
issued another reicase which was a copy of an opinion by 
its then gencral counsel, Mr. Loomis? 


A I recall that very well, 


9 Let me kand you a copy of release number 8746, dated) 


November 10, 1969, Did you read that release when it was 


published? 
ra) Ves ° 
Q Was there any discussion of this release within | 


the Chemical Fund organization? 

A Yes, T remember very Clearly that Mr. Alfred 
Jeretski, who was then one of the senior partners of Sullivan 
& Cromwell, Mr. Stephen West, whom we consulted with on 
a sort of day-to-day basis, not a partner in Sullivan s 
Cromwell, and you came Over and talked with us about this 
Opinion, and 1 can remember that there was a certain, shall 
we say, Seniie of jubilation on the part of the Sullivan « 
Cromvell partners in presenting this opinion t9 u- beraute 


it did hack un the opinion which they had earlier Given us, 


@) What was the significance of this SEC release to your 


9 
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A Well, the significance to me was that the SEC 


counsel took exactly the same view that our counsel had take 


namely, that it was a question of business judgment through 


the directorsas to whether 


be entered into in order to effect recapture of some part 


of the brokerage for the Fund. 


MR. SCHREIBER: I'm going to ask that this document 


handed to the witness be m@rked as an exhibit or else not 


referred to, hecause the witness in his recent statement, 


his last statement, is not correctly paraphrasing the documen 


THC COURT: Tt would aprear to me that the exhibit 


would be the best rvidence 


MR. SCHWARTZ: I will be happy to offer it as 


a defense cxhibit. 


Q Have you finished your answer, Mr. Zeller? 


A Yes, sir. 
MR. SCHREIBER: Is it received? 


MR. SCHVARTZ: I offer it in evidence. 


IP. SCHRUIRER: No objection. 


(Mefendeats' Exhibit 0 received in evidence.) 


Q The next event I will question you about, Mr. 


Zeller, is the Moscs decision to which Mr. Schreiber referred 


to. 


Sesume fer a iment that thet decision was handed 


” 


these brokeraqe arrangements shoul 
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down on June 4. 1971. at tha time were copies of this 
Court of Appeals decision sent to all the directors of 


the Fund? 


Q Did the directors consider their existing policy 
with resnrect to brokerzge in the light of that opinion? 
A Yes, Six. As I recall it, the committee, which 


had been apnointed before, thit is to Say, in January of 


this some year, to consider this question whether the Mmanage-| 


ment end distribution should be renewed and whether the 
brokerage practices should continue, that committec, it 
seems to me, was enlarged by the addition of Dr. Fox and 
asked to reconsider the question in the light of this Moses 
Ve Bergen oninion and to consult counsel and then cenees 
back to the board. 

THE COURT: Mr. Schwartz, I em go until 5, but 
if you want to, we ean take a short break. 

MR. ZELITR: your Honor, as long as they keep 
this water glass filled fr can go on, 


THE COURT: Let's take un short recess 


“ . 


(Recess,) 
BY MR. SCHWARTZ: 
.) Have you testified, Mr. Zeller, so far this 


afternoon that Ms p hos consistently recommended to the 


| 
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| 
2 | board that Eberstadt not act as the Fund's broker and 
| 


Tex me illustrate the kind of conflict that there | 


i| 
; ' , ; 
3 | that Eberstadt duriag the period of time when it was per- 
i eee , . ‘ 
4 || missible prior to the end of ‘68 not receive give-ups on 
i 
5 1 Fund business? 
6 | A ¥es, oir. 
| 
| wi 4 Q Did you participate in M& D's recommendations 
| 
8 to the beard in this respect? 
ia | 
aan A i id. 
li 
10 | (@] Will you tell the court in your own language and | 
No as fully as yo. can why it was that you and why it was 
i 
| dae that M & D recommended to the board of Chemical Fune that 
| 13 Eberstadt not nect as broker, that it not be used as a 
“i vehicle for recapture, and that it not receive give-ups from 
1S f other brokers on fund business? 
n | | 
” | A Let me deal with the direct brokerage question 
i! 
i | first. When we first became a member firm, the basic reason 
8 . . : P 
; which led us to make that reccmmendation was that we did not 
y 
" || Want after the years that we had had of successfully managing 
20) R ; : 
|| a Pund, to have either a conflict of interest or even an 
a | 
appearance of x conflict of interest with the Fund. And, 
22 | 
} your Honor, my experience has been as soon as you get on 
<i | 
| board sides of a transaction there is almost irevitably a 
I} 
24 || ee 
| conflict, 
25 | 
! 
| 
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can be, and i have to do it, your Honor, by telling you 
a little bit about how a brokerage order is actually executed 
On behaif of the Fund. 

After this interim portfolio program that I talked 
about earlier had been nut into effect, that program is 
then left to the ™ & D staff to execute, and the fello in 
charge of that 1s Jobn van Derventer, and John is a senior 
vice president of the Chemical Fund ond has heen at Eberstadt 
Since I twink about 1952. All of John's time has been spent 


ever since 1951 on Fund affairs, portfolio affairs, manage- 


ment, administration of the Fund. There is a meeting held 
once a week of John and the other staff members of M&D, 
who are active on portfolio affairs at the execution level. 

Now,as a result of that weekly meeting decisions 
are made as to what priorities are to be given in the pur- 
chase and sale of securities, and, importantly, what brokers 
are to be used for the various executions. Then John during 
the balance of the weck carries out the decisions that are 
mached at tha meeting and gives the actual orders to the 
Fund order room. 

The Fund order room gets a very specific direction 
from John, say, “Sell 10,000 shares of xvY7Z Corporacion," 
and they also get from John the name of the broker who is 


“oO be given that order. 


nd | 


6 
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The order rocm has a direct wire to the floor 
of the New York Stcck Exchange, where most of these things 


are done. The only sicnificant exceptions, your Honor, 


are 


where we can do the trade more advantageously in what is 
called the third market, with a company like Weeden & 


Company, for example, that makes a market in New York Stock 


Exchange listed securities and en a narticular day may be 


etfering a shide better price than is available on the floor 
of the Stock Exchange in this case. We will go to Weeden 
& Company and do the trade. That is what is called a third 


market transaction. 


Soretimes we do a tourth market transaction. A 
fourth market transaction is where we happen to know another 
institutional investor who has a substantial block that it 


wants to buy of the XYZ Corporation, and if we have, let's 


Say, that 10,000-block share to sell, we will go directly 
to that other institutional investor and say, “Why don't 
you buy it from us andsave the commission?" But save for 
that sort of thing, which is not the normal routine, the 
man who is in the order room, Jimmy Farino will get on the 
telephone, he will give the order to the floor of the exchangel, 
he will time stamp the time that he gives that order. "hen 
what Jimmy docs is to wotch that tape and to see what 


transactions toke place wftec his order is given to mke sure 


14 
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that if it is a purchase, that the trade which has the 

lowest purchase price is the trade made for the benefit 

of the Chemical Fund, ard if he finds that it is not, when 
the executing broker reports back then Jimmy's job is to 

go after him and rind out why not. So that in a sense, your 
Honor, there is always a little bit of the adversary atmos- 
phere, if you will, between che crder room and the broker 


o actually executes the transaction on the floor. 


Another illustration of how this conflict can work, | 
and as I have seen it all these years -- I described the 
process to you by which the interim investment program is 

hammered out cach month, and you will recall that I said it 
vas done in the first instance with the Portfolio Committee. 
Well, when the staff comes to the Portfolio Committee with 


a recommendation that a certain security be sold and another 


security purchased, there has never been implicit in that 
a concern in the independent directors' minds as to whether w 
are doing this just to generate brokerage, ané@ it is very 
importent to me that there never be such a concern. 

Now, apart from the conflict problem, there is 
the research and other services which are made available to 
us, and even though we can't give out brokerage ond @on't 


for sales in and of themselves any lenger, still a good 


many Of the firms whict sell the fund also give us research, | 


10 


i] 


mmh 11 7eLller-direct 
Merrill, Lynch, for example, being a research firm. Now, 
I would be conerrned about the continuance of Merrill, 
Lynch's sales effort; I would be concerned about whether 
Chemical Fund was getting first priority on the availability | 
of their research information if there were introduced into 
the ecuation this factor, and they would say, “Why do we 
want to give these fellows this, for, after all, Eberstadt 
is going to be doing a substantial amount of the brokerage?" 
That, to my mind, .s not good, 
THE COURT: The plaintiff is not contending or com- 
plaining about the failure of Eberstadt to act as broker. 
THE WITNESS: Thet is the very heart of this case, 


your Honor. 


MR. SCHREIBER: Your Honor, in the period '65 


through '68 our complaint is primarily directed to the failur 
to recapture the give-ups which would not have required 
Eberstadt to be the executing broker. As to that, and right 
down to date, rnlaintiff does say that Eberstadt could have 
been an executing broker and its »rofits could have been 
recaptured by suitable arrangcment. There are two facets 

of the question. your Honor is «-cOlutely correct in noting 
that this witness' testimony Geliberately icnores the give-up 
which would not have recuired Eberstadt to be an executing 


| 
broker. | 


nN 


i) 
oot 
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Ti: WITNESS 
I was taking them in order. 
THE COURT: Tet's 
be like a jurv and keep an 
that the reasons given for 
an executing broker had 
they seemed versuasive, Let 
THE WINIESS: I 
question of give-uns and why 
of directors of 
give-ups. 


In the first 


continue. TI 


conflict for 


Ccurred 


we didn't 


the Chemical 


nlace 
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> May I turn that, your Honor? 


guess I will 


open mind, but TIT must confess 


to me, in any event, and 


proceed, 


d now lixe to deal with this 


Fund that we receive So-called 


, your Honor, the give-up -- and 


I hove I have made clear to your Honor what it was -- I 


think you will see that it v 


the brokerage, 


I say to your Honor that jus 


brokerage for 


even when they wero legally permitted, 


participating 


t there are 


’aS an indirect form of executing 


in brokerage commissions -- 


the Fund would not engage in give-ups to others 


chat as the then head of what we call the Policy and 


Operating Committee of thre Dp 


consented to receive those 
The financial community is 
a very gossipy community. 


M&D received give-ups and 


arent firm, 


a very small community and 


Had F,. 


I would not have 


give-ups, and let me say why. 


Fberstadt « Company or 


rot been an executing broker, 


have to 


Eberstadt not being 


recommend to the board 


some firms who execut 


30 I say to your Honor 


it's 
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| 
it would have been subjec’ to either one of two constructions 


by the financial ccmmunity, bothto the detriment of the 
firm and the Fund. 

The first construction is tha we must be doing 
it without the knowledge of the outside directors. Why else | 
would they not be executing brokerage themselves directly? 


Why are they resorting to this subterfuge of taking back 


these give-ups. And even if we could satisfy them on that 
point, then the competitive position in which Eberstadt 
& Company, the parent, would have been placed in relation 
to its institutional brokerage customers would have been 
terrible. What would happened? Our competitors would Say, 
“The Chemical Fund's directors don't even trust Eberstadt 
to wake direct executions because they can't do it. Instead, 
the only way they will do it is to let Eberstadt take some 
give-ups." So I say to your Honor that chargea with my 
responsibilities, I would not have agreed to receive give-ups 
THE CORT: Well, now you are viewing that respon- 
sibility in the context in which you are testi’ ying as an 
officer of Eberstadt, not in regard to Chemical? 
THE WITNESS: One other point still exists, and it 
is a very important point, and that is that at eny <ime 
Eberstact profited from portf lio turnover, the atmosphere 


would have becn vrong. Yow Honor, as cur sales manager put 


’ 
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it to me, we ar the "Mr. Clean" of the industry! we want 
to stay that wav. That was in the interest of the Fund's 
stockholders as we saw it and see it today, your Honor. 
Of course, this give-up has long since gone in 
the past, but even at the time we didn't want to breach 


the wall even to the tune of a knot-hole, if you please, 


that stood between Eberstadt as an executing broker and 


the Punu, 


10) THE COURT: Well, I am not sure that at the present 
1] time I understand this cas>. 1 will do my utmost tonight 
and tomorrow to understand it, and =z certainly will. But 
IS I think the plaintiff's position is that if the policy had 
been adopted it would be an offset against the management 
fee. 

“sn't that the plaintiff's position? 

MR. SCHREIBER: Precisely, vour Honor. 

THE WITNESS: I tell you, your Honor, the board 


| mever pressed this, to accept give-ups, because they stopped 


. at the threshold, We maintained a complete avoidance of 
conflict; we want to continue te maintain that. We don't want 
Eberstadt to do that indirectly. What I Say, your Honor, is 
had they gone further, had they pressed us to cereni. thesn 


- ; 
= cive-ups, the Getermination of the profit on it would have 
| been very difficult, because how much of that give-upn should 


25 
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be used to comnrensate us for the institutional brokerage 
that ‘e would have lost in the manner that I have described 
te you, this impairment of our reputation, and the ability 
to execute brokerage transactions on a favorable basis. 
THE COURT: You are ~-aying if you had participated 


in give-upns that whatever percentage you would have had 


| 


returned would not necessarily have been totally offser againgt 


the management fee? 


THE WIT: : It could not possibly have been in 


fairness to us, yow Honor, and something would have had to 


| 


' 


be adjusted; the management fee would have hz_ to be x .Jited> 


something would have had to be adjusted. 


THE COURT: Are we going to be able <n deal with that? 


MR. SCHWARTZ: I sippose that is part of Mr. Schreibe 


burden uf proof, your Honor. 

Q Mr. Zeller, what would have been the effect on 
Chemical Fund's sales if Eberstadt had acted either as 
executing broker or had been the recipient of give-ups? 

A In the judgment of our sales manager and in my 
judgment it would have been very adverse. 

9 Could ycu eznlain why? 

A Yes, for the reason that I mentioned kbofore, not 


only haw we sold on the basis of performance, but we have 


| 
| 
| 


"9 


« 
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sold on the basis of our reputation and standing, which for 


41 years has been free fron the slightest taint. We .ave 
132,000 people who have entrusted us with the management 
of some part of their funds, “hat is a great responsibility 
and we feel it kee) ly; we want to continue to operate as | 
wn have before and so far as humanly possible avoid reflectin 


adversely on really what you have to sell, which is integrity, 


. 5 eee ae ewas, 

, vy { cetorvt i OiyR imdpmnern wouLd dealers he 
5 a ‘L : at 2 she Ae 

Influenced tn reseammendine sale of chemical Fund :hares 


prior to July of 1973 by the fart that come brokerage wis being 


} 
hatloeated to Fhe-stadt ar rat Mhnoretadt was to some extent | 
LE LOU RT ee 4 1 2 | 
| 

rae 

rticinwrs& mro,er yeh efve-un a d: 
| } 

| m igh. 22 ) - aon V+ T yy, ' + 

| A rt Ww ild hove lPeetca us maversely, T.can’t put 


sales of Chester) RPund shares to the nublie throurh independent 


ealers of Lene bobo: ih nd? 
| ra NO 
| eee ' eee eur 
| Q Put what they are, tincory teaches us; that, 


1] A Well, first there is what T consider the lesser 
the two benefits, and the lesner of the tun nenefits is 


, 


: 2 ao ¥ rug hyee st maf ) 
Pia ne eonrse Le asset nese exnands, 1m 4 TEs a} w?orntye 


leererses 9 that. tb eott eeeh staeckholder Jess money to 
d: o ite 


a 


ie) 


10 


ll 


16 


16 


17 


18 


19 


20 


not meaurly as 


money on the neon 


manarenent, it's a 


record, tnat no fund 


has ever heen sy 


Ss money minared, That, 


tmnovtané a 
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to mr mind, however, 


Ls 


s the effect of a flow o. fresh 


who are chareed with the nortfo Lio 


matter of pecord, 1 Fiink, of historical 


mich bis been snen end only on one 


end only on the redemption side 


Drorram of selling, no such 


fund 


eyen 


st! Some of the leading 


people tn ovr industry hava “ried to operate such a fund, 
The elessie Exarinle, of course, 4s the Lazard 
fund, T don'i, think there te 2 hettor house on Wall Steet, 


a higher quality 


their nortfol 


“providing funds through disnosition of 


meet redemotiions 
position, and 


satisfactory, er 


don't have these funds eonine 


option in meeting 


And that 4©° when 


Lae 


are made on a foread 


Q And your 


directors that Ebers 


'68 not particinrte 


house 


lo people were confronted 


+, Sney 
the ne 


oT abe 


than tagzard reres, And yet 


with the problem of 


portfolio assets 


} 
} 

when 
to 


fot themselves in a terrible portfolio 


rrormance well, a2s certainly far from 


neons, your Honor, is if you 


in from sales, you have no 
rederntions but to cell some of vour stocks 


Judemoent. alstakes berin, because sales 
basts, instead ot on + voluntary basis, 


recommendations to the board 


tect not act as 2 broker, and prior to 


Im cive-uns, did you take into account 


19 


20 


72 
mmnh1s Ze1ler-direct 
chances which wer anticipated and did, tn fact 


in the 


have been const 


Gectsion, 


that was pete 


examine +} 


Theove 
in legislation 
approval of the 


or AAVOEeALIne or 


making 


nandator: 


from the money 


and it is so 
counsel 
there is an inne 
began executire 


it had uncer 


problem, The 
Ves your Fonor, 
were presser! hed 


becomes 


27) 


Ps ¥ : 1+ 
SeCcuritios 


3) 


manarement bu 


Stated 


Y furnish 


Drokeramre ture 


manarement, 


» occur 


indust 


ry? 
> 


You see, throurhont the veriod there 


nt new factors intraduced bearing on this 


proposed rule of the SEC, this 10(») (10) 


one which caused us to re- 


WAS 2 pronesr::] in the senate, your Honor, 
miah ye T rnin Lt. 44 4 + Janet TO} h 
Ay ~ A ’ LOeaS ’9 0% the 

senate committee charred with the duty, 


v me TMNaatory «= not advocating -- 
* 7) 7 . ~~ »+f in\~ 4 © ; 
- commiete senonratian o bro<erare busines uy 


a yy >So ane 
sIness, and 


for the very reason-- 


In the committee's renort «- I think 
Lo) COCVORD Sank reason, among, others, that 


conflict as soon as the money manager 


nsaections for the moncy which 


So there have deen a lot of things 


introduced, 


"2 reforrnd to the conflict of interest 
‘onlUlict of interest problem, as T have explained 
existed at 2 time when -nini- eAnmritas tans 
for all transsaetions, In my mind, that 
imfolernple eor*liet when eran rev In the area of' 


qu 


7 


> 
Y 


t 
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negotiatine commissions, where the cam:.issions have t 


rh 


negotiated out, How can we nerotiate with ourselves? Tt 


is an impossibtlity, Now, those neeotiatine commissions 
began, as T recall lt, In Aprt1 of 1971, or course, thev 


were tallin= of it a cood deal befcre thac, As a matter o? 
fact, Mr, Eberstadt, who is one of the mos} far sirht 


San) THis as 2 coming thing in the | 


first aivs when 1 went over ‘“o rherstadt, It would make no 


sense afi 2:11 for us to embark unon 2 course of conduct 


which lerislation world compel us eventually to abondon, 


SO all these were factors whieh were faken into account 


in our réconmendation io the voard, 


Q fT asked you earlier, Mr, Zeller, whether it 


WwaS your understanding of the rules of the New Yor": Stock 


Exchange that it would have heen and is now permissible 
one way or the other to offset the management fee wit 
some portion of commissidnas earned or some portion of give- 
unos recetyved? Is that correct? 
A Yes, sir 
Q Have there been discussions and Droposals in 


recent years to amend the rules of the exchance to nrohibit 


veh Orfsets® 


Rhereen deeision, 


one of ¢ ~-venes whict tranentred ts that both Porter and 


9 


10 


~ 


| ot 
on the question » Ind ity, Pichan sada that under the eurrent 
rules of the exchonre as he inte preted them, that could 


de done, the 


74 


vice president of 


excnange in charge ot member Cirms, to get clarification 


iS to say, Fberstaat could do some brokerare 


f 


i 


Sor the Chenies] Fun@ and employ some part of that tn eietshin 
of the manarement fee, but he pointed out te us th thi 

staff had recommended Corr ation « those rules, and, 

indeed, the ard of Governors of the Stock Fxchanre proposed | 


Tt perfeetiv elear that vo coula not annly anv part of the 
brokerage commission thieh vou mot in reduction of the 


management Cre 


it, 2 ruling whieh would have 


Now, I tha Lire 2d of Governnts retreated 
from this poe'tio at 


Ver adopted thai mile 


ind t 


or 5 


Cxnl 


Mr, 


“ome 


wse TFT Ltnk how the: Lines are consummated and made 


© ab Jeast so far as J n ayare, they 
« BUG it 453 that kind of 4 ferment | 


hat kind 0° eross current 2s to whether this should 


hould not be done that we find ourselves operating in, 


THE COURT: One ar the thines fT wanted to have 


Sehwartze< 


ered -- T'm not sure that 3 understand it, Mr, 


Zeller has beon tolline us how thts 


mlyen 9 overates, 
I would ltke to know, how does thts *onatty: pe ee A 


agreement that is resehed betwoan the rorLevare Lirms? 


9g 


16 
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have a rreat deal to do wit: this, T would like to know 


some more ahovt that 


RO: We will ask Nr. Zeller about that, | 


ruin row nr a, 
y. COURT: Rerore you answer, as T 


understand it, 


the give-un means that the exeecutine broker ts eivine up 


part of his commission. Ts that what it means? 
TEE WITNESS: Th means it 1 n indirect rebate, 
a kind of Indirect, renate, *f you witl, | 
Vs pointed out earlier, rebntes ner se were | 
Clearly prohibited and atvayes have heen by Stock Exchange 
rules, fut here is what waw happen, Let me just | 
illustrate it by telling you how a transaction prior to pase 
: | 


may have been done, 

Chemical Fund would tive an order to Paine & 
Ar-a: an. — w Ms la) . a] ] 
Webber and say, "Suy 19,900 shares of Standard O11 of New 


4 


1 " n} a went er = ‘ ‘ - 
Jersey, Thot cammission, let's say, would be %5,000 in 


total, It will say to Paine, Jeoner, "Ye want vou to give 
Wt % i * ~ 
up 20 per cent" -- that wis 2 kind o! customary vercentare-- 
"of that comniss tc to Daine, “a So 
f av commisston to Daine, Kalman out in Minneapolis, 

a regional firm -- 

0) Out a memher ot the exchance? 

A Hut a member of the exchan-re, 

Now, the reason we would cay that ts that Daine, 


Kalman in the days when the so-called recinrocal brokerare 


ri 
’ 


18 


Le 


9 


~ 


md T must 
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could consistent with SEC rules he used aS an additional 


compensation to the seller of the fund, Daine, Kalman having 


done a food toh cellire Chemical Furi, and while we didn't 


want them to execute the Standard OL sale because they were | 


not in cur judgment as food as it is as Paine, Webber, 


still 


we wanted to five them Ssometning on this sale that Paine, 
tw } ) 4 * } + | 
vebber had done, and tint s the way we did it, 
THE COURT: The plaintiff t- nov sugresting that 
it be done that Wey; the pleintiff ts Sugmesting that M & pD 


or Chemical Fund should have required or asked the executing 


broker, Foerstadt, to asi; Paine, Webber to give Eberstadt 


the 20 per cent, which, in turn, would be applied against 


the management fee of "&D, Phat, at least, is my under- 


Standing, That is not the way you have descrined it, T 


suppose what youn are deseribing is some third party that 


had nerhanps nerformed a service, 


T; ITT Rae 1. ee 
THE WITNESS: I thi: i 


@ 
3 
(Q 
i 
cr 


» your Honor, 


Say we never discussed with the exchange, and 


I don't know to this day the nosition which the exchange 


would have taken on that kina Ol a give-un back to Eberstadt, 


They might well heave mid that this igs a clear violation of 


the ante-rchate rvle, [ JUST don't knows we have never 
Bot to that point, 
Ti SOURT: f now be-tn to fee that the reason 


~) 


16 


17 
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that you rave for the po: Llity of a conflict of interest 


and so forth, {'m sorry you 


have to educate me ag you 


go alonr, 


Q Let me assume the firm of maine, “Malmen in your 


Judgment wos ineapable of a sxtiefact. 


let's assume {tt rendered a service to the Fund by selline 
J 


Pund shares, or rendered 


2 se~vice to the Pund by tivine 


research ani stotisties , after December & 1968, 


when give-ups were anslished how ceuid you reward sich a 


firn, suninse you still considered tt, ineanable a salis 


factory execuS tion’ 


A Sll I can say is we never found an answer to that 


mestion, 


9 fou knew of no w tn which to do it? 
A No, sir, 


Q In the period before Necenber 5, 1968, was 


any way to reward that firm, Daine, 


Falman, except by a 

directed rtve-un? 
A No, sir 
a) A fow more questions and T will have no more 


for you, 


. 


ur, Zeller, will you focus on the nertod prior 


to December 5, 1968, wlitech war the end 


of geive-ups, Are you 


1] 
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Benerally famfliar with how the 


investment comczny operate? 


’ 
e yo. ] of ny fun! of imn feant side 
which pyr rin } } 3; ‘ } > +) 

i { ! ai 3 nSser 2amember of the 
Toe et immerse and wh 7 1{ 7; t j j monricer bo ~ ecetve 
rive-ur a refit +} 7 ny 

\ l a ( wains the inacrement ar 
{ es | : nN } ,o;” 
0 20 Yo) rrX¢ at 
aa) + T rr ' f 7 
f Tha now o and think T would hav: known of 
it had there been, 
5 rT , 4 ‘ *) + ay 40 . ty 
Q WOW, co wnat extent today, Mr, Zeller, do the 


large funds in the industry 
crokerarze commisstons which the funds nav 


against the manaremen: 


A AS 2 mtter of fact, Mr, Schwartz, the only 


ones I Know that do itt are by and large the firms ‘hat have 


agreed to do it as a result of settling a cane like this one, 


and they do {tt in very small mmounts 


a) Can you tell me in senera) terms what you under- 


Stand to he the typical such settlement? 


A On 2 percentage of the total brokerage tunt; 


“t 


Cone on . rerional exchonere, and then there ye usually a 


complicated formula foe the determination of what the profit 


tr 
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management f<¢ < 


Cller-direct 
transaction, and then that 
on in the settlement is 
st of the stoeholders of + 
S rcaulred to do this even 
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Q In 1972, Mr. Zeller, did the stockholders amend 
the Fund's certificate of incorporation? 
A They did. 


Q That amenament is already part of the record, 


but will you explain to the Court briefly what the amendment 


was and what it's purpose was? 

A Yes. Judge Aldrich, of the First Circuit, in 
his decision in Moses against Bergen used language which 
made it look as it the directors, because of the provisions 


of the certificate of incorporation of that Fund, had no 


alternative but to have the management directly or indirectly 


execute transactions and thus recapture part of the broker- 
age to be used in reduction of the management fee. 

It was based on Judge Aldrich's understanding 
of what the requirement in the ~harter was that the shares 
be sold at net asset vulue. The reason was that if 
you didn't get part of this brokerage back you weren't 
really selling your shares at net asset value. 

Well, we, like every other fund, mutual fund, 
open-end mutual fund, had a net asset val ue provision 
comparable to that of the fidelity funds in your corporate 
charter. We were advised by our counsel, Sullivan & 
Cromwell, that that did not require a change in our 


brokerage practices, contrary to Jude Aldrich's opinion, 


10 


11 
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but that out of an abundance of caution it would be well 
for us to propose to the stockholders a charter amendment 
which would make it clear beyond peradventure that the 
directors did have the discretion and business judgment to 
exercise inthis question of allocation of brokerage and 


to continue the existing brokerage practices of the Fund. 


Such an amendment of the charter was proposed 
and carried -- I have forgotten what the vote was, but 
there was no signficant vote cast against it -- nd, as 
the proxy statement made perfectly clear, it was done out 
of an abundance of caution and to avoid any contrary 


interpretation. 


Q And did the proxy statement state that the 
amendment made explicit what had always been implicit before? 
A I believe that is what it said. 
MR. SCHWARTZ: I have no further questions. 
THE COURT: All right. 
Mr. Frisch, do you have any questions? 
MR. FRISCH: No, your Honor. 
THE COURT: All right. 
Mr. Schreiber? 
MR. SCHREIBER: Your Honor, it is a quarter of 
five. I could start with some preliminaries with the 


witness, and then I assume he will be available in the 


ps3 Zeller-cross 


morning for further cross-examination, but I think it 
might be helpful if I used up some of the remaining minutes 
just to lay a background about what we mean by give=: 3, 
and refer to the nature of them and how they came about. | 
If I may do that, your Honor, then really cross- 
examine this witness in the morning -- 
THE COURT: Well, I think that might be helpful.) 


You Mean you want to tell me about them rather than ask 


| 
Mr. Zeller questions? Is that right? 


MR. SCHREIBER: Well, I could tell your Honor 


about them, or I could bring this out through Mr. Zeller. 


Whatever your Honor thinks would be better -- 
THE COURT: Let's have it that way. 
MR. SCHREIBER: Through Mr. Zeller? . 
THE COURT: Yes, because in that way I will be 


getting information from both of you. 


MR. SCHREIBER: I think that would be best, 
your Honor, and with a reading of the brief the matter 
will become clear. 
| CROSS EXAMINATION 
| BY MR. SCHREIBER: 

Q Mr. Zeller, I want to direct my questioning to 


that aspect of recapture of brokerage commissions that 


| existed until December 5, 1968 and was known under the 


19 


21 


2A 


83 
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general label of give-ups and the posribility of recapturing 
give-ups for the benefit o. the Fund. 

A “Possibility” I will accept. "Recapture” I 
will not accept, because to the best of my knowledge no 
funds did it. 

Q Mr. Zeller, let us first define give-ups. 

You testified somewhat as to the practice under which 
brokerage was hand Now, let us talk to how the prac- 
tice of give-ups was handled. 

Where securities in the portfolio are sold, they 
are sold through a broker known as an executing broker? 

A Yes, with the exception of the third market and 
fourth market transactions. 

Q Very good, sir. And by third market you mean 
the over-the-counter market, do you not? 

A That's right. 

Q And by fourth market you mean a direct buyer-to- 


seller relationship, so that there is no broker as an 


intermediary? 
A That's right. 
Q So now let us make it very narrow. 


Transactions on the New York Stock Exchange -- 
lest I am in error, I would ask you to confirm that some 


80 per cent of the Fund's transactions were transacted on 


| 


t 


6 


9 
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the New York Stock Exchange? 
That would be about right. 
Q About right. Throughout the whole period, 


365 right down to date? 


A Overall, I think that would be entirely 
accurate. 
Q Now, getting back to 1965 through 1968, Mr. 


Zeller, when a Fund chose to purchase securities for its 
portfolio or to sell securities from its portfolio, it 
would have an executing broker, would it not? 

A Yes, sir. 

Q Now, directing ourselves to the New York Stock 
Exchange, such executing broker would be a member of the 
New York Stock Exchange, would he not? 

A Yes, sir. 

Q And he would be paid the standard minimum com- 
mission required to be paid under the rules of the New York 
Stock Exchange, would he not? 

A Yes, sir. 

(@) The particular transaction of purchase or sale 
would be directed to that New York Stock Exchange executing 
broker by somebody at M. & D., usually Mr. Van Derventer 


Or somebody under his direction? 


A Yes. It is done, Mr. Van Derventer to the 


to 


25 
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order clerk to the executing broker. 

Q Now, if the executing broker -- this is 1965 
through 1968 -- were to give up a portion of his commissions, 


would he be giving them up to someone who had participated 


in the execution or someone who had not participated in the 


execution? 


A The expression "“customer-directed give-up" was 


generally used, so far as I am aware, in connection with 
the situation where the person who was the recipient had 
not participated in the execution. 

Q Thank you. 

Now, the reason for directing or sending a 
customer-directed give-up to a non-participant in the 
execution: 

What was that, Mr. Zeller, in 1965 through 
1968? 

A To reward the recipient for serv’: “s rendered 


of some kind. 


Q Very good. Services rendered to whom? 

A To the adviser and through the adviser to the 
Fund. 

Q The adviser being M. & D.? 

A That's correct. 


(@) Now, let's talk about the kind of services. 
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Before we talk about that, however, let us continue on that 


line, and we will get back to the mechanics once again. 


which it acted as the distributor of fund shares, did it 


The kind of services were, first, sales? 


A ¥es;,. cif. 


Q M& D. had a contract with the Fund pursuant to 


not? 

A Yes, sir. 

Q And pursuant to that contract it received a 
stipulated amount, a percentage of the selling price of 
the shares to be paid by the buyer of the shares; is that 
not correct? 

A Yes, sir. 

Q Did that contract provide for any additional 
comp2nsation to M. & D. to be paid by the Fund? 


A No. The compensation that was provided for, 


the amount of the compensation provided for was arrived at 
by a negotiation process in light of all of the circum- 
Stances, including the services which the adviser got from 
outside sources. 

Q Mr. Zeller, my question was, did the contract 
provide for any payment to M. & D. by the Fund for its 


sales or distribution services? 


A Then my answer to you stands. 


Nw 


~ 
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Q It did or it did not? 

A It did. When you saw that percentage in 
there, just as when you saw the amount we would be paid 
for the management, what I am saying to you, Mr. Schreiber, 
is that that was arrived at in the light of all the circum- 
stances, including the services which M. & D. got from out- 
side services in the industry. 

QO Mr. Zeller, I will hand you a copy of the under- 
writing contract. Will you show me wherein it is there 
written or is it not there written? 

A It is written in the retention percentage. 

Q That is, all that is provided is that the seller 
shall pay M. & D. for the sales: is that not correc? 

A My answer to you stands, sir. It is provided 
in the retention percentage which is arrived at, as all 
negotiations are that I am aware of, in the light of all 
of the facts, including the known industry facts. 

Q Known industry or not, did the distribution 
contract provide for any payment by the Fund to M. & D.? 

MR. SCHREIBER: I submit, your Honor, I should 
have an answer to that question. 

THE WITNESS: Your Honor, I think I have answere 
it. I will try again. 


MR. SCHREIBER: I submit it is susceptible of a 


16 
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yes-or-no answer. 

THE WITNESS: It is susceptible of a yes-or-no 
answer, and I answered yes, it is provided for in the 
contract, and if you ask me where I will tell you again. 

Q Very good. 
A It is provided in the retention percentage 
which is specified in the contract. 


THE COURT: I think, Mr. Schreiber, I have heard 


that answer twice, at least. 


MR. SCHREIBER: Yes. 


Q I hand you Plaintiff's Exhibit 79, management 
agreement -- 
MR. SCHREIBER: I am sorry. This is the wrong) 
one, I think. If I may have a moment, your Honor -- 
(a) (Continuing) I show you a *ypical distribution 
agreement, part of Exhibit 88. Exhibit (a) to Exhibit 88. 


(Continuing) Will you show me the provision to 


which you refer? 


A Yes, sir. 

0 Which is it? 3 

A The second sentence of Paragraph (b) -- I am 
sorry. The second subparagraph (b). 

@) Will you read that to me, please? | 


A "The max imum retail offering price of such 


wn 
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shares shall be equal to the net asset value as described 
above, plus a commission to be fixed from time to time 
by the distributor, not to exceed 8.5 per cent of the 
maximum retail price." 

There is another sentence, but that is the key 


sentence. 


Q And who paid that 8.5 per cent? 
A The purchaser. 
Q Thank you. The purchaser not being the Fund? 


The Fund was the seller; is that right? 
A That's correct. 
Q Thank you, Mr. Zeller. 
Now, Mr. Zeller, is there any other provision 
in the contract to which you are referring, by the way, Or 
was that the only provision? 
A No. That's the provision. 
Q Very good. 
Now, Mr. Zeller, we were to the point in the 


mechanics where you have a give-up being a portion of the 


brokerage commission paid to the executing broker, which the 


executing broker is remitting to another broker, also a New 


York Stock Exchange member, who did not participate in the 
execution: is that correct? 


A Yes. 422% 


20) 


2] 


Or 
aa) 
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Q Now, am I correct that this would b 


in a fashion much as follows: 


90 


e handled 


A letter would be sent by M. & D. to the execut- 


ing broker saying, "Pay off a portion of your commission to | 


Broker X", and a copy of that letter would go to Broker xX, 


Saying, "You are to receive from the executince » 
certain number of dollars." 
Is that correct? 


A That is a way in which it was frequ 


Sometimes it was done by telephone, both ends. 


roker a 


ently done. 


Q And you said that that would reward the 
recipient sometimes for sales? | 
A Yes, sir. | 
Q Sometimes for research? 
A Yes, sir. 
Q The reséarch product given to whom? 
A Given to the adviser for the benefit of the 
Fund. 
Q I see. The adviser being M. & D.? 
A Yes. 
Q And M. & D. had a contract with the Fund whereby 
it was to render advisory management services? 
A Yes, six. 
Q And it was paid, therefore, a fee based upon net 


9 
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asset value of the Fund? 

A Yes, sir. It was expressed, as it still is 
today, although the formula is different today from what 
it was then. It was expressed as a percentage of the 
total assets under management, the net assets under manage- 
ment. 

Q Was there anything in that management or 
advisory contract that said that in addition to the 
stipulated percentage of net assets M. & D. should have 
the right to use a portion of brokerage commissions to pay 
firms which assisted M. & D. in providing some of the 
research which by contract M & D was to provide to the 
Fund? 

A There was no such explicit provision in the 
contract. The provision was implicit in the negotiation 
of the management fee. 

Q The question was, is there anything in the 
contract? 


THE COURT: I think he said that. 


MR. SCHAWARTZ: Tt has been asked and answered. 


THE COURT: He answered that, Mr. Schreiber. 
He said it was not explicit in the contract. 
Q Now, Mr. Zeller, was the give-up also used to 


reward a broker who provided statistical services? 


Zeller-cross 


Provided them to whom? 

To the adviser for the bene: it of the fund, and 
the adviser 

Q the contract betweei M. D. and the Fund 
require M. & D. to render statistical services to the 
Fund? 
it. 
there anything in that contract thai 

explicitly said that in providing those services to the 
Fund M. & D. may have others provide the statistical 
services and may reward such others by allocating to them 
a portion of brokerage commissions on portfolio trans- 


actions? 


0) Now, Mr 


tioning by my friend, Mr. Schwartz, vou said the average 


rate of give-ups was about 20 per cent. 


A That's my recollection as I sit here. I haven't 


really gone back to dia that out. 
Q That is your present best recollection? 
Yes, sir. 
Let us see if we can help you to refresh your 


recollection somewhat, Mr. Zeller. 


| 


- Zeller, a little while ago, under ques- | 
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I show you 145, summary of allocation of 
portfolio commissions, December 1965, and under a caption 
"Broker" it lists the names of nine brokers, showing com- 
missions credited and breaking those down into the amount 
retained and the amount given up. 

At the same time I will show you the remaining 
exhibits that show the same information through the period 
January '46, being Exhibits 146 and 157 

A Well, of csurse, I will accept what the records 
show, Mr. Schreiber. 
Q 1 will show you this and ask you: 

Would it not be rore accurate to say that give- 
ups were in the range upwards from 50 per cent rather than 
20 per cent? 

A Well, whatever these documents show they show. 
All I would point out to you is that how much you could 
get any executing broker to give up was always the subject 
of discussion, of course. I mean, some brokers were 
willing to give up more than others, and, as I pointed out 
earlier, some brokers were unwilling to give up anything 
at all. 

THE COURT: I think we are going to suspect 
now unless you have some burning question that you want to 


have answered right now. 
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MR. SCHREIBER: I have no burning questions, 
your Honor. T am perfectly happy to suspend. 


THE COURT: As I think you know, I am in Part I, 


and I believe that we will be able to start at eleven or 


shortly thereafter. 


MR. SCHWARTZ: Your Honor 


would you like to 


be sent to your chambers before we resume extra copies of 


the trial order? 
THE COURT: All right. 


Gentlemen, I will give you a 


little leeway. 


I will not require you to be here until about 11.15. 


MR. SCHWARTZ: May I ask for 
long Mr. Schreiber expects to take? I 
witnesses lined up, and I do not like to 
unnecessarily. 


THE COURT: I must tell you, 


an estimate of how 


have two other 


have them sit 


Mr. Sehwarts;, I 


will want to have your witnesses here when it is necessary 


for then. 
MR. SCHWARTZ: [That is why I 
THE COURT: Suppose you work 


Schreiber. 


am asking. 


that out with Mr. 


(Adjourned to December 17, 1974, at 


11.35 o'clock a.m.) 
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SUSAN TANNERBAUM 
vs. 
ROBERT G. ZELLER et al. 


December 17, 1974, 
11:35 A.M. 


MR. MERCURIO: Your Honor, Mr. Prisch will not 


be present today. TI will appear in his place, 


THE COURT: Very well. 
MR. SCHWARTZ: May it please the Court, for the 


Court's convenience, we have prepared a typewritten schedvl 


of the documents which we received yesterday. I must say 


we have adopted Mr. Schreiber's descriptions as he gave 


them, and he represents they are correct. 


ROBERT G. 2 ELLE R, resumed, 
CROSS EXAM’ YATIAY CONTINUED 
BY MR. SCHREIBER: 

THE CLERK: Mr. Zeller, I remind you that you 
are still under oath. 

THE WITNESS: Yes, 

a) Mr. Zeller, at yesterday's hearing, we were 

talking of custom2r directed give-ups, and I believe you 
had testified that those were directrd to h-~ = «hoe had 


not participated in the cxecuticn of portfolio transactions. 
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? Am I correct thus far? 
a I A That's almost the definition of customer 


{ , directed give-uns as I understood the practice, 


5 | 0 Then the answer is on 

o | A Yes. 
7 | 0 Were the shareholders of the fund -- 

‘ | A 


May I clarify that answer? Certainly, there 

is no reason why you couldn't have a customer directed 
give-up to somebody whe hadn't participated in the ey. - 
| cution, but that's not the vray the expression was used, 


as I understood it. 


13 THE CCURT: T am interested in what actually 
\4 | happened rather than what the Gefinition was. As I gather, | 
15 in terms of your practice, they were to brokers, were 
| 
16 | they not, who particinated in the execution? 
"7 THE WITNESS: I'm sorry, your Honor. I couldn't 
od | quite hear it. 
| 
19 THE COURT: All right. I said that therewere | 1 
1 
20 some qive-ups that you authorized: is that correct? 
a THE WITNRSS: Yes, sir. | 
! 
a | THE COURT: And those give-ups were -- we | 
i | 
23 | are talking about the practice; T think T an more concerned 
” f with that than what the theory is -- in vractice you 
: 2 |i 


authorized give-ups io brokerage firms that had furnished 


20 
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services to the fund? 

THE WITNESS: That's correct, They were furnished, 
as I say, to the adviser and through the adviser-- 

THE COURT: They nerformed some service for the 
manngement? 


THE WITNESS: Exactly, 


@) Were the shareholders of Chemical Fund ever 


advised that give-uns were being directe. to brol-ers who 
hax not participated in the execution? 
| 
A Certainly. The SEC was, in our revorts,. T oer 


remember whether thoi was snecifically stated in the early 


prospectuses or not. I just don't have those in mind. mone 


will show what they show. 
Q Well, Mr. Zeller, if you want to have those in | 
mind, I show you Plaintiff's Exhibits ll, 12, 13 and 14, | 


which are the prospectuses for the vears 1965 thrugh 1968, 


and I ask you whether you can find anything in those | 
exhibits indicating disclosure to the sharcholders of 
the fund that the recipients of give-ups had not participated 
in the execution? 
A As I think about it, I don't think it is necoasary 
to take the Court's time for re to look through it. I 
don't believe there was any such st>tement, because it : 


was not considered rm terial. It was simply part of the 


ou 


| 
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brokerage practices of the time, and it was simply a 


matter of rewarding brokers for services furnished through 


the adviser, through the management, to the fund. Whether 


that was done directly through the give-up mechanism we 


did not consider a material item. 


2) Mr. Zeller, the answer is no, thev were not so 
advised? | 
A Not to the best of my recollection. 


WR. SCHREIBER: I move to strike so much of 
the answer that went on to a long explanation of why they 


were not so adviszd. 


THE COURT: T don't think it is necessary to 


strike it. There is no jury here, 


MR. SCHREIBER: That is correct, yow Honor. 


Thank you. 


Q Now, Mr. Zeller, yesterday -- | 
THE COURT: I am sorry. The exhibits 


that you 
showed Mr. Zeller areprospectuses of the fund? 
| 


MR. SCHREIBEK: They are prospectuses of the fund 


through each of the years 1965 through 1968. The give-ups 


terminated in Decembe: of 1968, if your Honor recalls, | 
19] Now, Mr. Zeller, yesterday you said you could hwe 


give-ups directed back to Rberstadt and credited against 


the advisory fee dur: og this give-un period; is that not 
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correct? 


A Consistent with the rules of the Stock Exchange, 


yes, it was possible. 


9 And you indicated that you could do that if 


you could find a firm who wouid give up part of its exe- 
cution commissions? 

A Yes, sir. 

0 Was that a real difficulty, mr. Zeller, finding | 


such a firm? 


A No. I think most firms we-e willing to do it, l 
9 You indicated that Merril, Lynch would not. 
A I didn't say that. 1 think what I said was | 


that I couldn't remember whether Me.cill, lynch was one 


or those firms which would or would not. 


9 But most of those firms were willing to give 
up? 

A I so testified, 

0 


Now, you said yesterday, if my notes are 
accurate, thatthe receipt of give-ups by Eberstadt credited 
against the advisory fee due M & D would involve the use 


of Eberstadt as a broker? 
A No. 


oO It would not? 


A No, 


or 


4 


® 
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Q “he give-ups, as you testified yesterday, were 
given in part-- 
MR. SCHREIBER: I will strike that, if I may, 
your Honor. 
Q -- were given in recognition of services rendered 
Rendered to whom, Mr. Zeller? 
THE COURT: I think we already have that. | 
MR. SCHREIBER: I am pinpointing down to that. | 
THE COURT: He said that the services were 
rendered to the adviser and -- 
MR. SCHREIRER: TOMS&D. | 
THE COURT: Yes. We have had that. | 
Q My question, Mr. Zeller, is did the rezearch 
services rendered to M & D reduce M & D's costs? 
A No. I think I testified about that at some point 


yesterday. They didn't, in one sense. They didn't, in the 


sense that they did not relieve us of our self-imposed 
burden of making sure that every portfolio move had hen 
checked independently by M & D staff people. The outside 
research was a source of ideas. It was a cross-check, 

a very important source of ideas and a very important cross 
check. In that sense, it did not reduce our expenses, 

and yet, as I testified yesterday, had we not had this 


research, we would c: rtainly have had to spend more money. 


| 
| 
| 
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Whether we could have gotten research no matter hov much 

} 
money we spent is the thing I am not clear on. 

2) Well, you certainly would have had to spend 
more money had you not gotten this research from other 
brokers who were comoensated by give-ups? | 

sy If the additional research could tave been cotten| 


by that expenditure of any amount of money, the answer is | 


fa 
n 


to 


6 


10 
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fa) You discussed yesterday the decision in Moses 
acainst Bergen and I believe you testified in response to 
questioning by Mr. Schwartz that the opinion in Moses 
versus Bergen, the opinion of Judge Bailey Aldrich left the 
Fund no alternative but to use the offic2 of the manager to 
execute brokerage transaction for the portfolio? 

A If I said that it was a very gre*t error. 
I aoubt I said it. 

@) Was it the opinion in Mcses versus Bergen, the 
opinion of Judge Aldrich -- 

THE COURT: That is not coing to help me. 

I really am not interested in what Mr. Zeller or you 
interpret the opinion to be. I have to make that deter- 
mination. 

MR. SCHREIBER: That is correct, your Honor, 
but as a result of that opinion the witness has testified 
in a deposition, and the documents indicate, that they 
proceeded because of that opinion to do certain exploratory 
work to see whether recapture was feasible. 

THE COURT: It seems to me you may ask him what 
he did as a result of the opinion. But the question you 
were asking, at least, the way you framed it, is to inter- 
pret the opinion. 1 am not intercsted in his interpreta- 


tion. 


10 
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QO After the rendition -- 


THE WITNESS: Your Honor, whether consciously 


Or not, counsel is incorrectly summarizing what my testimony 
was. 


THE COURT: ‘That is all right. We have daily 


copy. 
MR. SCHREIBER: If I do so, Mr. Zell er, I assure 


you it is inadvertent. 
] 
| 


a) The opinion of Judge Baily Aldrich was circulated 
among management? 

A Among the management and among the directors. 

Q Was there discussion amongst management and 
amongst the directors of the Fund of that aspect of the 
epinion which ree’ in part: 

“Tf recapttre was in fact practical .. . 
if recovery was really available to the Fund the directors 
had no such choice"? 

A Y@s,; Sirs | 

Q Did the management of the Fund, the directors 
of the Fund in M. & D. thereafter explore the possibilities 
of recapture? 

A No, we didn't explore the possibilities of 
recapture really except for the visits we told you about. 


Our primary concern was whether Sullivan & Cromwell's 
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2 advice to us was as before, namely, that the directors 

3 | had the right to make this business decision. 

4 |I THE COURT: As I understood your testimony 


yesterday, after that decision and at that point you despite) 


uw 


6 the advice of counsel you amended your charge and made sure 


7 that it was clear that the directors were in position to 


8 make a business judgment in this regard? 

9 | THE WITNESS: Yes, Sir. 

10) THE COURT: Have I confused something? 
3 ae THE WITNESS: No, that is quite correct. 


2 | 0 Before we proceed along the line that Judgce 


a | carter kas just questioned you about, I would like to ask 

4 something about your testimony yesterday. | 
15 | I believe you said that if Eberstadt received 

16 | give-ups, the financial community would believe that they 

7 were receiving such give-ups secretly without the knowl- | 
18 edge of the directors of the Fund? Am I correctly | 
19 paraphrasing your testimony? 

20 | A In think in general, yes. 
21 Q Did they consider disclosing the effect of | 
- such give-ups by Eberstadt and the crediting thereof | 
B against the advisory fee to the shareholders of the Fund 

a and the community at large? 


2 A Counsclor, there was never any discussion 
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of the effect on Eberstadt of receiving such give-ups. 

I testified yesterday, and I hope I was clear, that this 

was something which certainly would have been in my mind 

hai the directors ever gotten to the ;oint where they wanted 
to discuss with Eberstadt the taking of give-ups, which they 
never did. They always considered that the reasons for 

not giving this direct brokerage were equally applicable 

to the give-ups and, therefore, never discussed with us 


what would be the effec on Eberstadt. 


Q So if I uncerstand you correctly, Mr. Zeller, 
there was never any discussion about having Eberstadt 


receive give-uns for credit against the advisory fee? 

A No, not at all; absolutely not. What I just 
testified to was that there was never any discussion with 
us as to whether there woul d be any adverse cffect on 
F. Eberstadt & Company, Inc., the pazent company, of such 
give-ups. 

There was extended discussion as to whether we 
should get brokerage cithc: directly or through the give-up 
practice. 

Q Specific ally as to the give-up practice, Mr. 
Zeller, was there discussion as to whether Eberstadt 


should receive give-ups or have give-ups directed to them 


to be credited acainst the auvisory cee? 
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The very best to my recollection the answer is 


Q I will try to refresh your recollect9on if I may, 


Mr. Zeller, by reading from page 61 oo. your testimony on 
August 28, 1974, upon deposition of this action, the foot 
of page 6l: 

“@ Was there ever any discussion about suc 

a breach in the wall as you have termed it of accept- 
ing give-ups in + 1e legally permissible period and 
crediting the actual amovnt thereof against the 
advisory fee charged by Eberstadt to Chemical? 

"A I have no specific recollection of anv 

such discussion. 

"Q Specific or otherwise, have you any recol- 

lection of any such discussion? 
I will stand on my previous answer." 

Do you recall any such discussion, Mr. Zeller? 

My testimony remains exactly the same: 

I have no specific recollection of any dis 
cussion. I know that the whole subject was thoroughly 
aired, and I am sure in the course of that this question 
of give-ups was gone into. 

Q You testified yesterday that if Eberstadt were 


to become the recipient of give-ups to be credited against 


~ 
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the advisory fee, it would impair their competitive 
position with their institutional customers because it 
would create the belief in such institutional customers 
that the Fund didn't trust “berstadt co make executions. 
Am I correctly paraphrasing your testimony? 


A 'es, sir. 


8) Wouldn't that belief arise from the institutional 


investors anyway by reason of the fact that the Fund was 


not usin& Eberstadt as un @xecuting broker? 
A No, not at all, never has. The best test 
of that is the way the institutional business has grown for 


us, and it has grown very satifactor:. 
Q Bue the fact is that during the give-up period 


ue 


and right on down to date Eberstadt was not used by the 


Fund as an executing broker? Is that not correct? 
A That is avsolutely right. 
@) And it was net used for give-ups during the 


give-up period? 

A That is right. 

o Can you explain to me how directing give-ups to 
Eberstadt during the give-up veriod would have impaired the 
appearance of capability of F. Eberstadt to execute port- 


folio transactions? 


A Yes. In the financial community it was widely 
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to 


known and is today that we have erected this wall between | 


3 | the Fund and Eberstadt as a broker. Now, if there were 
4 a direct breach in that wall, that is to say, if we executed 
brokerage orders for them, that would be perhaps understood 


and it would do the Fund damage for the reasons that I have 


? already adverted to, and I won't repeat those. But in my 

s judgment as the chief executive officer of the parent 

7 company, had the breach been made indirectly there would 
10 no longer be the moral justification for Eberstadt not 

1 receiving brokerage that there was before; we would be 

12 getting the brokerage indirectly, and indirectly in a way 
13 1 which would carry with it, in my judqment, a connotation | 
M4 that the directors had made the determination that we were 
5 |} not capable of executing orders properly. 

16 | Q Mr. Zeller, would that apply even though 100 

17 F per cent of the give-ups were credited to the Fund? | 
a | A Well, that is exactly what my testimony is. 

19 | If you think that I would ever have agreed to have a hundred 
20 per cent of the qive-ups credited against the management | 
21 | fee, you are wrong. I would never have agreed. | 
a Q Or any per cent? | 
a A I would hive neaotiated that percentage with | 
“Ay the directors, the outside directors, hud they made the | 
=< i 


ms determination that Going what you suggest was in the best | 
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interest of the Fund's stockholders. But in so doina 


on] 


would have insisted that there be some recognition of 
the injury to F. Eberstadt & Company which I saw and what 
they were doing. 

Q That injury would be the injury occasioned by 
ie receipt of give-ups here vou are not doing execution 


and that would indicate to the public at large that you 


are not capable of execution and that would create an injury 


to the good name of Ebrc stadt, would it not? 


Q Now, Mr. Zeller, I would lixe to ask you during 
that give-up veriod was it not the fact that Eberstadt was 
receiving give-ups on portfolio transactions of institu- 
tional clients where it did not participate in che execu- 
tion? 

A Yes, sir, a very large amount. 

C Did it not have the same effect of creating 
in the minds of the public that Eberstadt was good enough 
only to receive give-ups, but was not qualified to do 


executioi for its institutional clients? 


A Not at all, not at all, Mr. Schre.ber. 
Q Maybe you would like to explain the difference? 
A Sure. There is a areat deal of difference 


between some outside institution with which we have nothing 


wa 
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to do making a decision that the best way to take care 
of our contribution is by a give-up; there is a great 
deal of difference between that and a determination by a 


fund with which we have as close a re.ationship as we have 


had for 36 years with the Chemical Fund making such a deter- 


mination. 
Q That outside institution, as you refer to it, 


was an institution to whom Fberstadt was rendering services 


by way of research? 


A Yes, sir. 

Q And was compensating Eberstadt with give-ups? 
aN Or other brokerage, yes, sir. 

Q But was compensating with give-ups? 

A Yes, sir. As I say, we were compensated by 


give-ups in part during the give-up period. 

Q That did not create an indication that such 
institution preferred to let its executions be handled by 
an executing broker and compensate you only with give-ups? 
That cast no shadow on the fair name of Eberstadt? 

THE COURT: I think that what Mr. Zeller has 
said, they did not employ the parent company to do the 
execution, but then rade a deal of some kind that they 
would get the give-vp for services, and if Eberstadt was 


not in position co do the executing, he says that there 


ms zZeller-cross itz2 


to 


is a difference because give-ups were the practice, and, 


therefore, if some third party decided that they would 


4 give a service that had no cor:i.:ction with Eberstadt, they | 

* would reward them for these services with give-ups. That | 
. ! 

6 Fs . P ‘ . 

, is not the same situation. I think that is what he has | 


heen saying. 


MR. SCHREIBER: May I try a little nuance on 
io) i 
your Honor's statement? There is a further point. 
10 THE COURT: What I am tryina to find out 


MN actually is whether or not I have comprehended Mr. Zeller's 


" P position. Maybe I misunderstood. 
IS THE WITNESS: Ne, sir, you have not misunder- | 
| 
14 , 
stood it. 
” MR. SCHREIBER: I don't think you have the full 


| 
- purport of Mr. Zeller's position, which is that the Fund, 
" which was very clusely allied with Ebersta‘i. and M. & D., 


if the Fund gave give-ups te Eberstadt for recapture by the 


9 Fund but did not give Eberstadt execution, it would 
ao | indicate to the world at large that the Fund had some 
21 
os i ' ‘ : 

ee ! My question to the witness was directed to 
2} 


elicit whether a like direction of give-ups to Eberstadt 
by its institutional clients who chose to give them only 


| 
- reservation about the execution capabilities of Eberstadt. 
| 
a give-ups, not executions, would not ' + like effect, and | 
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he said it did not. 


7 


Q Mr. zeller, n response to questions by 
Schwartz yesterday you explained at some length the reasons 
why Eberstadt was 1o0t used as an executing broker for the 
Fund? 

A Yes, sir. 

Q I believe you mentionec nossible conflict of 
interest, the difficulties of supervision, the need to have 
available either give-" s oF directe.! brokerage reciprocals 
for research, for statistical services and for sales =~ am 
I omitting anything of the reasons, Mr. Zeller? 

A Only one, and that was the qenerzl Uncertainty 
of the time as to whether, indeed, in any circwi,tances a 
money manager would be permitted to do iii for the 
funds which it was supervising. That is the . ly thing 
you left oui. 

Q When you were questioned at your deposition, 
Mr. zeller, at page 45 and continuing to page 47: 

"2 I would gather that those discussions 
throughout the years resulted in a determination 
not to use Eberstadt as a broker? 


"A Yes. 
al 8, I would like to know why? 


"A Well, by and large the problem as we saw 


9g 


hw 


ms Zeller-cross 114 


it was always that if Eberstadt was used there was an 
inevitable conflict of interest wh.ch might or might not 
either be evil or, at least, be perceived as evil, which 
is sometimes just as bad. 

"9 Where would the conflict exist? 


A Well, for one thing if you increase the rate 


of portfolio turnover vcople would immediately say that it 


is because of Eberstadt wants to make brokerate commissions. 


Of course, now, the wi iom of that decision is certainly 
apparent when you have negotiated commissions on higher 
trades. How you could negotiate with yourself the 


commissions is something I don't quite understand. 


*o Of ccours7, thirt vas not true at the time? 
"A No. 
"9 Because in the early '60s and up until com- 


paratively recently there were no negotiated commissions? 
Is that not so? 
"A Right." 
I am skipping > question because there was an 

error in the date transcribed: 

i 6 Getting back to the earlier period were: there 
any reasons other than the ones you have mentioned, that 
is, the fear of creating the impression that there were 


excessive portfolio transactions te generate commissions 


wn 
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to generate commissions for Eberstadt, was there any 
other reason why Eberstadt was not? 

"A Oh, yes. There is an aspect of a larger 
problem of conflict c: interest. ‘le did not want to 
present Chemical Fund to the public as somebody that was 
engaged in a situation where a conflict of interest was 
almost inevitable, and I must say that is something that 
has been very important tO us. Tt has been a great 
asset to us. 

"Q Is there any other element of conflict of 
interest that led to the conclusion other than the one that 
you have mentioned, namely, the fear of generating, being 
accused of generating too many portfolio commissions to 
benefit Cherstadt? 

"A Well, that was the most obvious one. We were 
always afraid that there were others that might be apparent 
to some others that might not be apparent to us. 

"Q Do you recall any others that were apparent to 
you? 

"A No." 

What has refreshed your recollection as to 


other reasons since that time? 


A Well, you didn't ask me on my deposition whether 


there were any other reasons. Your questioning related 


| 
| 
| 
| 
| 
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to other aspects of conflict of interest. 


Q At page 45: 


uk 2. I would gather that these discussions throuchout 


the years resulted in a determination not to use Eberstadt 
as a broker? 
"A That is right. 
"6 T would like to know why?" 
That was as broad as you couid get, Mr. 


Zeller. 


A Well, I am sorry. I don't know any responsive 


answer I could have given to those questions beyond those 
which I did. 

Q Beyond those which you gave yesterday? 

A Beyond those which I gave at the time and 
those which I gave yesterday. 

2) Mr. Zeller, the power to allocate commissions, 
is that an additional resource? 


MR. SCHWARTZ: I don't understand the question. 


I must, therefore, object to it. Unless the witness under 


stands it. 

A If I understand it, you are asking me to go 
back to my previous incarnation and give you a legal 
opinion. 


e) I don't want you to go back to your prior 


| 


6 
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incarnation, Mr. Zeller, but as an officer of the Fund 
and M. & D. and Eberstadt, as a man experienced in Wall 
Street, do you find that the power to allocate commissions 
has a value? 

A Of course. 

Q And in a matter of allocating commissions on 


portfolio transactions in this situation it had a value? 


A Yes. 

Q And that we. an asset? 

A Yes. 

Q Or a resource, is the way you first called it? 

A Right. I will accept that. 

Q Whose asset or whose resource? 

A Now you are right back in the reincarnation. 

Q Well, Mr. Zeller, I'm not asking you a legal 
question. 


Who used this to pay off someone? 
A Well, then, that is a different question from 
what I understood. With the knowledge and consent of 
the directors the brokerage allocation decisions were made 


by the manager. 


Q And they made the allocations as to give~ups 


as well? 
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Q Mr. Zeller, if the entire amount of give-ups 
had been directed to Eberstadt and completely credited 
against the advisory fee, there would have been no profit 
to Eberstadt, of course? 


A There would have been a great problem for the 


reasons I have qone into at length. 
| 


Q Profit, dollar profit, I said. | 

A Oh, I am sorry. I didn't understand, I didn't 
hear. 
| 
Q The answer to that is yes? 
A Yes, sir. | 
| 

Q Why would that have affected Eberstadt's reputa- 


tion as Mr. Clean? 

THE WITNESS: Your Honor, do I have to go 
through it again? This, I believe, is either the third 
or fourth time when I will have to give the same answer. 

THE COURT: I am going to agree with the 


witness, even if it is relevant at this point. 


MR. SCHREIBER: I will withdraw the question, 
your Honor. 


THE COURT: Gentleman, I am having a grand jury 


minutes. But it seems to me whar we can do if it is not 


| 
! 
coming down at 12.30, so you willo have to suspend in 15 | 
| 
inconvenient is to take our lunch hour and resume at 1.45? | 

H 
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Is that agreeab le? 

MR. SCHREIBER: Certainly. 

MR. SCHWARTZ: Yes. 

Q Mr. Zeller, I show you the Sullivan & Cromwell 
opinion of February 20, 1968, which is here, Exh ibit 75. 
On the second page of the opinion there appears this 
language: 

"On the basis of the above and assuming that 
the board of dir’ ctors has considered all of the 
relevant facts concerning this matter, including 
the possibility of adovting alternate methods of 
handling the Fund's brokerage business whereby a 
portion of the commissions might be used to reduce 
the management fee, and assuming further that as a 
result of such consideration the board or directors 
has come to the conclusion as a matter or reasonable 
business judgment that it is in the best interest of 
the Fund and if shareholders that the continuation 
of the present method of placing brokerage orders 
and directing give-ups be approved, it is our 
opinion that such approval would be lawful." 

Now, Mr. 7eller, do you recall what relevant 

matters were considered by the board of directors, other 


than those whic. you have heretofore testified to? 


or 


6 
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A Yes, sir. I believe they can be fair sum- 
marized as this: 

What use of the brokerage will in the long run 
inure to the greatest benefit of the stocknolders of the 
Fund. 

Those were the relevant considerations. You 


always came Lack just to that consideration. 


73 


R 


It 
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0 Did you consider any alternate methods of henthsinl 
brokerage which would have enabled recapture? 

A Yes, sir. 

9) Did you give thought to a preferred rate, non- 
membership on a regional exchanae? 

A Yes, sir. 

Q What other metheds did you consider? 

A Some kind of an arrangement direetly with 


F. Eberstadt & Compar’ pertaining to executions on the 
New York Stock Exchange. 

Q And what conclusion did you reach? 

A That it would not be to the interests of the 
stockholders of the fund to change the present brokerage 


procttice,. 


o For the reasons that you have testified to? 
A Yes. 
Q Thank you. I think I may relieve you of that, 


Mr. Zeller. 
MR. SCHREIBER: If I may have just a moment, your 
Honor. 
Q (Continuing) Did you consider the fact referred 
to at page 6 of Exhibit 74 that "The 5c aoperoentiv looks 


with favor on the practice of using brokerage business 


| 
on portfolio transactions to reduce the cost of management"? 
, | 


| 


b2 


10 


14 


15 


~] 
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A Yes, sir. That war written before the I,comis 
opinion came out, which was Put in evidence yesterday. 

8, You testified ve: ‘rday that proposed Rule 
10(b) (10), which would hove mer adatory the recapture 
of give-ups was never adow-4? 

A Certainly, Rule 19() (10) was never adopted, 
Now, Toecen't remember its 3 “ri aS £ Sit here, counselor. 


I'll aceept your characterization of it -~ 


1a) Instead -- 
A -~ for the purvose of answering the question. 
@) Tt became academic, did it not, because of the 


entire prohibition of give-vps in Necember of 1968? 


A I'm sorry. As I sit here today, I can't remember 


the. inter-action of the two, 


0 we can cover that in the brief, Mr. Zeller, r 


need not trouble you with it. 


DO you know of any other fund which has a Ne 


York Stock Exchange member as the affiliate of its manager 
or director? 

A NO -= nO oren-end funda that I can -- oh, yes. Of 
course there are. The answer is yes. 

Q Which? 
i %, I think soe of the jurgey wire houses have 


Started the.r open-er2 funds new. 7 think Shearson-Hammill 
p 
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has one, for example, and there may be others that just 


don't cone to my mind 


0 Do you kno: of any that had a New york Stock 
Exchange member as an <ffiliate of its manager or dis- 
tributor in the give-up neriod ur “no December 5, 1968? 

I don't !} 
You testified yesterday that the sale of fund 
was heneficial toa : fund; is that correct? 


28, Bix. 


Would it also have been heneficial to M & D? 
Yos;; #£i2. 


9 When fune shares were sg were portions of 


’ 


the proceeds segregated so 2s to be available for redemptions? 
A Not segregated as such, but they enter into the 
calculation of about how much of the total fund's assets 


should be kert 2. rele-tively Lienid form. 


Qo There would be more money on hand for that purpose}? 


A Yes, sir. In otier words, if you are in a position 
} 


of net redemptions, vou mist provide that liquidity by 


sales of portfolio securities. ( the other hand, if you 
were, aS we were fortunate enough to be, in 2 position 

of net sales, why, the money needed to meet redemptions 

is providee by the inconind ensh fle from the sales, 


MR. SCHREII" Re. a avi: & Mament to consult, 


- 
J 


ur 
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your Honor? 
0 Cne last line, Mr. Zeller, 
You indicated th=t using Pberstadt as the 
executing broker might crea-e 2 conrlict of interest, 
in that Eberstadt could he uccvsed of creating excessive 
portfolio transactions or churrine the portfolio in order 


to generate cxcessive commissions for its om benefit. 


8) Would that ec true even though the profits from 
such executing commissions were to be credited against 


the advisory fee? 


A In wy judciment, yCS. 
‘@) Would that nossibilityv of churning not be 


eliminated because of the portfolio committee, comprised 
in its mojority of indenenéent directors who would super- 
vise and did superviss purchases and sales of portfolio 
securities? 

Pe Certainly ‘hroudh the mechanism of the portfolio 
committee there would b: a better control on us than there 
would be on most other managers, but, an I nointed out 
yesterday in my direce testimony, if we did brokerage, it 


would introduce an element into the portfolio committee's 


consideretion of our reeoccmentations as to what the interim | 


investment program 3: Je he, which ts not vresently there, | 


: 
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which in my judgment would he a very disturbing element 


and very harmful to the making of proper prortfolio decisions. 


$ | (a) And the fear was there that if Eberstadt handled 


executions, the possibility of churning or excessive port- 


folio turnover would cost cloud over its position with 


regard to the fund? 


A It would cast a clond over the fund, over the 


firm. It was something comeiectely undesirable from every 


standpoint as we saw .t and see it 


i" ‘a Do you remember testifying, at page 99 -- 


and JT auote: 


special situatio: of Chemical Fv..d, 
operating as it does through the portfolio committee, 
that the possibility of abuse of brokerage in the sense 


of, let us say, artifically inflated turnover is not a 


great vossibility." 


| 
} 
is | 


I A That's what I just said. “here's a better control | 
9 || 
® | over us than there ore over most managers because of the | 
| 
| 20 | operation of the portrolio committee. No ouestion about 
| 21 t : : 
it. 
| 
2 || ; } 
\ 0 And where you handied portfolio transactions 


and received commissions on portfolio cransections for 
institutional clients, was there not a like possibility 


or a susnicion of chr tning 


10 


11 
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A well, we weren't making the investment decisions 


for the institutionel customers of the brokerage area. 


9 M0, but vou had advisory contracts, did you not? 
A Trat's true. 
0] And where yor had alvisery contracts, you 


did make investnont decisions, did vou not? 


A That is correct. 
Q nd where yov miuic such decisions, did you not 


an some cases handle -he execution yourself? 


A Yes: we did, 


1 And in such cases was there any far or abuse 


by way of churning or excessive portfolio transactions? 


\ NO, beraute of the rature of the clients with 


whom we deal, 


TO illustrate my eonswer, we manage the portfolios 


of several of the operating cenpanies of the American Tele- 


phone & felegrapn Company. I'hese are exnerienced people 
to whom we “eport.They know the problems. They deal with 
the problems all the time. ‘hey are perfectly -- they 


are sensitiveiy ottincd -- these are not Like members 


of the investing public who Duy mutual fund «hares. 


9 They are experianced people and would know how 


to detect and guard against churnine if there were any 


such possibility? 


x 


| 


| 
| 


a 


they for a moment sursect: ¢ that we were churning their 


f 

| 
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2 A Yes, sir. 

b3 3 | 0 Is not the same truce of the experienced people 

4 | who formed the board ai directors of the fund and comprised | 
5 a majority of its board of directors? | 
6 A Absolutely, but that isn't the question. You see, 
7 what you ar asking me now would be comparable if the 
8 \ directors did not get into the investment process until 
9 after investment portfolio changes had been made. Tnat's | 
10 | the case of our insti’ utional cust@-crs, you see. 
11 } What I am trying to tell you, Mr. Schreiber, is | 
12 \ that the portfolio selection process in the Chemical F.nd | 
13 | is such, and these nortfolio decisions are so delicately | 
14 | balanced, that to introduce this question of self-dealing | 
1E, | at the point of making these decisions would in my judgment | 
16 be very bad. | 
17 | Q Mr. Zeller, the possibility of churning would | 
18 | be even less likely in the case of the fund chan in the | 
19 | case of your advisory clients, would it not, because cf 
20 | the direction given to M &D by the portfolio committee | 
21 at periodic mectings; is that not so? 
22 A Wo. I really don't think ro, because, as I say, 
23 | you see, our investment advisory accounts maintain that | 
2A | seme Kind of brake cn us after the fact, so to speak. If | 
2 | 
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| redirect 
oof portfolios, they would have their accounts out in 


a Minute, 


4 a) And the Chemical Fund maintained the same kind 


of brake on you, even in odvance of your portfolio de- 


6 cisions, did they not? 


~ 


A Yes, Sir. That's just richt. 

, 9 But whether the hrake was exercised before or 

after in the cace of your “advisory contracts, Eberstadt 

10 Was never accused of churning, was it? 

: | A We never have heen, 

2 MR. SCUREIDER: Thank you. | 

8 i T have no further questions, your Honor. 
it } 
if 

a MPR. SCHWARTZ: I have a few more questions for 

. } 

IS \ Mr. Seller. Shall I ask them after lunch or now? 
1 

di | THE COURT: Well, you may as well ask them now. 

7 | 

u MR. SCHWARTZ: I will not be long, your Honor. 

” REDIRECT EXANINATICS 

- | BY MR, Scrrarrz: | 
} 

ad i 9 Mr. Zeller, I am going to ask you a few ere | 

” | bout M & D's distribution o- underwriting function for ' 
Chemical Fund. ' 

el 
{Y Is the distribution business of M & D for Chemica 
a 

2A i . | 
| Fund profitable? 

35 || 


A Generally, no. I: the thirty six and a half 
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Ww 


years that we have been distributing the fund we have had 


3 1 an operating profit, that is, a profit before taxes, for 
4 that operation in only two of those years. 

| 
5 || 2) Are you familiar general’y with how other funds 


are distributed in the industry? 


~ 


A Yes, Sif. 
1 
. F oO Are you aware of cny management company which 
} 
9 : ; a ‘ x ae 
a shows a profit on its distributior function? 
1 | ; 
A Not as ar ,ulnr matter. There are none, to che 
| | 
Mi best of my knowledge. 
2 : 
12 0 ro you kno: of any large fund today which has 
\\ 
i 


| a distributor who is not affiliated with its manager? 


| 
| A No, sir. 
| : 
15 ! 9 So that generally speaking is it your under- 
| 6 standing thct distribution is qenerally unprofitable? | 
| 7 | 
u | A That’s correct. | 
| ale | 8) What is meaat by a fund's turnover rate? 
ada A It's the rate of purchase and sales of portfolio 
4 | | 
securities as compered with the size o* the portfolio. | 
| wo | 
The SEC his 2 formula, which J might say I don’t have pre- 
j 
22 
cisely in mind, for the determination of that portfolio 
pA : 
rate turnover, and we are recuired to report 1t and have 
A . 
| been, right along, mach your. 
25 || 
| 


| Q Het does Chomicenl Sune's turnover rate in the 
| 


jw 


Vf) 


24 


25 
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years 1965 to 1973 commare with the inves tme company 
industry generally? 

A It was very much lower than the average. For 
example, your Honor may rec.li that thore was presented 
yesterday an exhibit on which we co.xpared our performance 
with funds which wz- regarare ourselves as 
competition with. Fer the years 1071 through 1973, in- 
clusive, our vortfolic turnover ratio ‘tas 13 ver cent for 
1971, 10 per cent fo: 1972, 19 per cent for 1973, and so 
far into 1974, 3.3 per ceni. 

Now, the averaqe “nurnover rate of all of those 
competitive funds for those same yerrs was 50 per cent 
for 1971, 16 per cent for 1972,36 per cent for 1973, They 
have not yet published tj eir figures for any part of 1974, 
sO that we ecran't make a comparison there, 

2) How does this comporison of Chemical Fund's 
turnover rate, which shows it to be lower than that of 
competitive funds, affect the availability of brokerage 
to dealers who furnish research information or, prior to 
July of 1973, who sold fund xhares? 

A Throughout the peried covered by this complaint, 
indeed, throughoit the period of Chemical Fiunit's history, 


it mant that we, Chomignt Pind, have heen at a very great 


disadvantzge in gerttag sales cooperation, research 


being in keenest 


7) 


oo 1) 


24 


25 
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cooperation, statistical infexmation, because we simply 
had less brokerage to give cut than our competitors did. 

This entered very largely into the decision 
by the board that the brokerage should continue to be used 
for that purpose. Whether or rot direct brokerage to 
Eberstadt or give-\im brolerage to "berstadt, that didn't, 
however vou do it -- if you reward Fbe. +adt or put 
into Eberstadt some part of those brokerage commissions 
by way ef give-up or oy way o1 Jirect execution orders, 
you will be reducing the amontem that available for re- 
cearch, sales, before the NSD change, and statistical 
information. 

Now, whether it was better to use that brokerage 
for those purposes or whether it wus better from the 
standpoint of the stockholders to use some part of that 
brokerage to reduce the management compensation payable 
to Eberstadt was the closest kind of business decision, 
and it was made in favor of usina the brokerage to protect 
the kind of performance that Chemical Fund has had since 
its inception. 

MR. SCHYARNTZ: I have no further auestions. 

MR. SCHRETRER: Just ene, vour Honor. 

RECROES FPXAMTINATTCAY 


BY MR. SCUREIPER: 


b4 


TT 
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e) You indicated, Mr. Zeller, that in all but 
two years distribution was done et a net loss to M & D? 


A You, sis. 


0 Throughout the neriod, 3i-l the advisory fee 


result in a profit to M & Dp? 


9 I read to you fron Exhibit 76, which is a report 
to the unaffiliated directors of Chemical Fund on the | 
management and distr ition agreements with M & D, and 
this report, which is dated February 21, 196°, was Signed 
by Messrs. Norsett an? Murray, the committee of the un- 
affiliated directors. 

I quote from mage 2: 

"We were not so favorably impressed with the 


distribution of the fund shares, although the performance 


has been arocuate in sustaining the fund's investable 
funds. The losses sustained in distributing shares are, 
we think, an appropriate incentive of a different kind to 
encourage the devising of a more efficient effort. We 
believe that such losses are a prore: offset to the profits | 


derived from the management functions." 


A 


| 
Did you agree with that report when rendered? | 
Well, I certainly adreed that operating losses 


were an incentive to ai to do o»tter, and I certainly agreed| 


{ 


| 


on 


6 
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with it so far as it said that the oneracing losses that 
we had in distribution had to be compensated for out of 


the management fee, 


9 And -- 
A There is no othcr wey to do business. 
0 That is, when there were sales of fund shares 


with the greater number of shares outstanding and hence 
the greater asset value oF the fund, the advisory fee went 
up? 

A That's right. 

Oo So that the sale o: fund shares was a direct 
benefit to the adviser? 

A Yes, Sif 

.) Ard if the adviser, M&D, as distributor, lost 
money on Gistribution but gained through increase in the 
advisory fee, One could be an offset to the other? 

A Yes, except that vou have got to keep in mind 
that at the rate we are ta.ting about, I have forgotten -- 
I think a dollar ot exrenditure for sales expense takes 
something Like 15 yvoars ta recover in increase in the 
management fee, It is a very extended period of time. 

MR. SCHREIBER: Thank you. No further questions. 
THE CCURT: If this has heen set forth in the 


exhibits, then, gent emwen, will you tell me, but I would 
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like to ask these questions. 

IT am not clear on what basis was the fund 
paying M «& D a fee. Was it a flat rate, or how was it ar- 
rived at? 

THE WITNESS: Your Honor, you have to divide st 
into two periods. During the early rart of the period 
covered by the complaint we had what I would call = 
straight tapered fee, That is to Say, it was a fee ink sh 
wes expressed as a mr centage of assets under maneajement, 
and the percentage went down as the assets went up. 

Then, if merory serves, I believe it was in 1970 
that the fee was changed, that tne fee structure was 
changed, and we went on to the present fee, substantially 
On to the present fee. There have been a number of minor 
changes, where there is a flat percentage charge up to the 
first billion dollars of -35 of 1 per cent, and then, de- 
pending on the performance of the fund, that can go up as 
high as .4 of 1 per cent. 

THE COUR™: I sec. 

THE WITNESS :Sinilarly, if the performance is 
not good, the management tee can gO down an equal amount, 
namely, to .3 of l ner cent. 

THE COURT: That is the total campensatior ? 


TNE WITNESS: yes, 


Zeller 


TIE COURT: Now, Mr. Schreiber raised the 


question about advisory contracts, and I gather that M & 


D received compensation for that. Did that have anything 
to do with the fund that wos inden-ndent -- 


THE WITNESS: No, sir. The investment advisory 


department -- that's a relatively new activity with us; 
it is not carried on in M« D at all; 


it is carried on 


in the parent corporation. 
THE COURT: i see. Now, two more questions. As 


I understé:id your testimony, you cannot be specific about 


it, but you indicated that the procedure by which you 


| 
handled the brokerage fee qive- ups was discussed and er 
by the board and rediscussed fran time to time, and the = 


board of directors were aware of what was gOing on, 


they would manifest their approval by various communications 
is that right? 


THE WITNESS: Yes, sir. 


if I understand your testimony, it is that from time to tim 
That's absolutely correct, 


THE COURT: Now, what about the shareholders? 
THE WITNESS: The shareholders were also told 


what the brokerage practices were, your Honur. 


THE COURT: And where would I find that? 


THE COURT: t-hen did you start telling that? At 


| 
| 
t 
THE WITNESS: It is certainly in the prospectus. | 


to 


#) 


~) 
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the inception of the practice, was it in any prospectus? 

THE WITNESS: Well, the contents of those pro- 
Spectuses changed, and I can't recall -- 

THE COUR’: Well, certainly for the period when 
the give-ups were allowable. Were the Shareholders advised 
that it was not your practice to allow give-ups to the 
Parent company? 

THE WITNESS: No; there were not, your Honor, 
tor the very reason ‘ 1:at I cay this morning, that the 
question was really whether any brokerage revenues flowed 
to the parent corporation, you see, and whether they 
flowed by any give-up or direct ordor was not considered 
either by us or our counsel to be sufficiently material 
to be put in the prospects 

You see, as long as we weren't getting brokerage, 
there was noadisclosure problem. That was our judgment 
and the judgment of our lawyers. Hadve gotten brokerage, 
then you would have had to disclose that. 

TI COURT: I see. So that am I to understand, 
then, that insofar as the shareholeers were concerned, 
your procedure in respect to the procedure that you have 
here was not specifically revealed to shareholders? 

THE WITNESS: Well, sir, there came a time, as 


T said, when we chanved the approach in the prospectus and 
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certainly in the prospectus statement which was sent ouc 
in connection with that amendment to the certificate of 


incorpo. at 


Ti. t certainly spel.ed it out in great detail. 


Then, as I say, there came a time-- 


THE COURT: That came on the heels of Judge 


Aldrich's decision? . | 
THE WITNESS: That's right. There came a time | 

when we changed the + .ospectus and put in language, your 

Honor, to cover that, and I am looking at the current 


prospectus, which I know is an exhibit in the case. 


THE COURT: ‘Ihich prospectus is that? 


| 
| 
| 
THE WITNESS: The one I have is the prospectus | 
dated Apri: 30, 1974, That is our current prospectus. Now, | 
there is a section which dials with this question of port- | 
folio brokerage and turno-er, and I will just quote one | 
sentence, your Honor: 
“The total brokerage commissions incurred by 
the fund in 1973 were $1,291,735. F. Eberstadt & Co., Inc. 


and its affiliates do not participate in the fund's brokerade." 


Now, I can't remember whether that sentence or 


MR. SCHWARTZ: I can answer, your Honor, on the 


an equivalent pair of sentences was in all the pr 2spectuses, 
basis of the record, That statement has been in every | 


) 
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prospectus in the record, and I've got it back to ‘67, 
that Eberstadt does not act as a broker. 

MR. SCHREIBER: That is correct, your Honor. An- 
other aspect the witness has previously testified to: 
That in no prospectus nor in any Other document was it 
ever indicated to the shareholders that give-ups were 
directed to brokers who did not Participate in -- in the 
execution of portfolio transactic is. 

THE CCURT: 11 right. Since we have taken an 
additional 15 m:.utes, we will resume at 2 o'clock. 

(Witness excused) 


THE COURT: Mc. Schwartz and Mr. Schreiber, 


I have 10. been able to reach that point yet, but the name 


Eberstadt seems to have struck a bell with me. 


Now, is Walter Eberstadt connected with them 


at the present time? 


THE WITNESS: There is a Walter Eberstadt, but 


he is not connected with our firm. 1 believe he is a partn 


in Lazard Freres. 
MR. SCHWARTZ: He was a+ Lazard and is now with 
Motorola. I know the -entleman. 


MR. ZELLER: He is not connected with us. 
MR. SCHWARTZ: ‘Yor is he relzted, 


THE COURT: All riqht. "hot is a relief, too. 


MR. SCHWARTZ: I. know him auite well, 


Anything else, your Honor? 


THE COURT: No. That is all. 


(Luncheon recess.) 


—— 
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AFTERNOON SESSION 
(2.00 p.m.) | 


THE COURT: You may proceed. | 


ROBERT M. MAYNARD, called as a witness 


on behalf of the defendants, being first duly sworn, 
testified as follows: 


DIRECT EXAMINATION 


BY MR. SCHWARTZ: 


Q Mr. Maynard, what is your occupation? 


A I am a partner in Price, Waterhouse & Company, 


a firm of independent accountants. 


s 


the Chemical Fund? 


Q Do you work out of that firm's New York office? | 
A I do. 
Q Are you a Certified Public Accountant? | ' 
A I am | | 
Q In the State of New \ork? | 
A In the State of New York. | | 
Q Is Price, Waterhouse & Company the auditors for | | 


A Yes. | 
Q Are they al so auditors for F. Eberstadt & Comp y?! 
A Yes. i 


QO And for M. & D.? 


aa eee ee res 
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aa A Yes, sir. 

3 | QO What is your connection with Price Waterhouse 
i as it relates to the Chemical Fund? 

2 || A Since 1964, July 1, I have been the partner in 


6 } charge of the audit .f the Chemical Fund, of F. Eberstadt & 


~J 


l Company, inc., and of F. Eberstadt & Company Managers «& | 
| 


8 Distributors, Inc. 
9 | Q Will you state yout experience as it relates | 
10 | to the auditing of int 2stment companies? | 
1] | A In addition to the audit of Chemical Fund, i | 
12 } have been in charge on the same basis, in the same capacity 

| ' 
13 for the Surveyor Fund, which was formerly the Eberstadt | 
14 | Fund, and for other investment company clients of our firm. 
5 |i I have consulted many times with other partners 
16 of the firm concerning their investment company clients. 
17 In addition, I have been si-ce 19¢6 on the AICPA committee 
18 on investment companies. 
19 | Q What is the AICPA? F 
20 } A American Institute of Certified Public Account- 
21 ants. 
22 ! From 1969 till 1973 I was chairman of that 
23 | committee, and during the entire period of service on that 


24 } committee we consulted frequently with industry groups in 
I} 
} 


25 


the investment company industry, with members of the 


| 

| 
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2 |i staff of the Securities and Exchange Commission. Those 
3 | latter discussions resulted in several instances in the 
4 | issuance of offical releases by the Securities and Exchange 
5 | Commission on accounting and auditing matters relating to 

| 
6 the investment company industry. 
7 | In 1973 that committee which I chaired issued 
8 | a 150-page » oklet entitled Audits of fav«stment Companies, 
8 | which had to do with generally accepted accounting principles 
10 and generally accepte’ auditing standards as they relate to 
8 investment companies. 
2 | Q Are the rules of the Securities and Exchange 
13 | Commission which governs the record keeping and the 
14 | financial statements of investeant companies? 
15 A Yes. 

‘ 

16 | Q Are you familiar with those rules? 
Wi | B. Yes. 
18 | Q Is there a rule of the Securities and Exchange 
19 | Commission which requires daily calculation of net asset 
20 | value? 
21 A Yes, sir, there is. 

| 
~ | Q Is that ule 22(c) (1)? 
2 | A That is correct. 


| 
Q Are you familiar with t:: rule? 
! 


| 
5 A I am. 


wt 
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O Is theve anothe» rule of the Securities and 
Exchange Commission which specifies the manner in which 


net asset value is to be computed? 


A There is. 

Q Is that Rule 2(a) (4)? 

A That is correct. 

Q Are you familiar with that rule? 

A Yes, I am. 

Q Now frequerc. does Price Waterhouse audit the 


financial staten.nts of the Chemical Fund? 

A We make examinations as of the end of June and 
the end ot December every year. 

Q In the r-gular course of those audits in the 
years '65 through '73 did Price Waterhouse examine the 
methods whi were employed by the Chemical Fund in the 
computatio. of daily net asset valu? 

A Yes, sir, we do, both at June 30 and December 
31 in each year and at other dates during the period 
covered by our audit. 


Q In each of the years 1965 to 1973 in > course 


of your twice annual audit did you reach a conclusion as to 


whether net asset value at Chemical Fund had been mputed 


in accordance with the rules of the Securities and Exchange 


Commission? 


m 


~ 


19 
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MR. SCHREIBER: Your Honor, if this witness 


have no objection. If this witness is purporting to 
testify as an expert, then I must, of cours , object, 


| 

is to testify as to what he or his firm did, I, of course, 

J 

because he is the regular auditor for chese companies, | 
his firm has put its stamp of approval on what was done, | 
it has certified the statements, and now as a purported 
| 
| 


expert he would say, "In my expert opinion what we oid 


was correct." 


| 
I submit that . > not a proper function of a | ‘ 
regular auditcr of a compa. v. | 

MR. SCPNARTZ: So far, mav it please the Court, | 

I have asked the witness only about facts, what was done 
and what conclusions he has reached. I propose before he 
leaves the stand to ask him one o~ two questions which 
would relate to his expert judgment, but based upon what 


he learned In the course of his audits. Anything, such 


as Mr, Schreiber suggests, is totally without substance, 


since it would go to the weight, in any event, and not to 


When the day comes when a partner in Price 
Waterhouse cannot give an expert opinion, I would have 


grave concern. 


the qualifications of the witness. 
MR. SCHRETBER: I think that day has come as a | 


~" . 


wn 
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matter of law, but I have no objection to this witness 
testifying as to what he himself has done or what was done 


under his supervision. 


THE COURT: So far that is all he has heen asked. 
MR. SCHREIBER: We are approaching the realm. 


That is why I wanted to adimy word of caution. 


Q You said a moment ago before Mr. Schreiber 
objected that you had reached the conclusion, had you not, 
as to whether or not the manner in which Chemical Fund's 
daily net asset value was computed and whether or not that 
was computed within Securities and Exchange Commission 


rulings? 


MR. SCHREIBER: ‘That is why I rose at this 


point. That is a question calling for expert testimony. 


THE COURT: Whether they had computed net asset 
value in accordance with SEC rules? 
MR. SCHREIBER: ‘That is correct. 


THE COURT: As far as Mr. Maynard is conce:ned, 


analysis of the records of Chemical Fund is it his opinion. 
MR. SCHREIBER: There is no question he put his 

stamp of approval] on it. Does he now say, "What I did 

as auditor I now say as at expert is the way it had to be 


done"? 


| 
| 
} 
I would think the real question he is being asked, in his 
| 
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THE COURT: He didn't ask whether it had to be 
done; he asked whether it had been done in accordance 
with Securities and Exchange Commission rules, and that 
is a question of fact. I think 1 agree with Mr. 
Schwartz that the fact hes to be determined whether Mr. 
Maynard's self-interest is such as to disregard his 
opinion, if I have to reach that. The objection is 
overruled. 
You may answer the question. 
Q Do you have the question? 
A Yes, sir, I believe I do. 
We concluded that the computation of daily 
net asset value of the Chemical Fund during chat period 
under review had been made in accordance witn the require- 


ments of the Securities and Exchange Commission. 


Nw 


BB 
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Q And was this a conclusion you reached twice 


in each of the years 1965 through 1973? 
A That's correct, sii. 
.@) Now, in those years did you reach any conclusion | 
with respect to whether the manner in which asset net 


' 
value was computed was in accordance with generally accepted 


accounting principles? 


A Yes, sir. 
fe) And what ecaclusion did vou reach? | 
A The conclusion was also that the computation 

| 


of net asset value of the fund was in accordance with 
generally accepted accounting principles. | 

10) And was that a conclusion that you reached in | 
each: of the vears 1965 through 1972? | 

A Yes, sir. | 

o Mr. Maynard, I have furnished you with a copy 
of the vre-trial order in this case, and I direct your 
attention to paragraph 13, which shows the managemenc 
fees paid by Chemical Fund to M & Pf for each of the years 
1965 through 1969, and If have directed your attention 
also to paragraph 16 of the order, which shows the same 


figure for each of the yeas 1970 through 1973. 


I also have directed your attention to paragraph 


21 of the pre-trial + rder, which shovs for each of the | 
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N 


years 1965 through 1973 the total dollar amount of 


brokerage comnissions paid by Chemical Fund on the 


4 execution of its portfolio transactions, | 
) T ask you to hear those numbers in mind in | 
} 


the questions I am a)< to ask you, 


\re you familiar with the total number of 


. Chemical Fund's shares Outstanding at the beginning of 
7 each of the years 1955 through 19722 
10 A T am. 
i IT am going to ask you to assume two facts, Mr. ; 
- 
i Maynard. You know what the word "recapture" mean;, I 
| 
13 : 
take it? 
14 Pa 
A Yes, siz ° 
” @) I am going to zsk you to assume that in each | 
1 of the years 1965 through 1973 Men recaptured all of 
17 ‘ F * ‘ . ° 
the commissions paid by Chemical Fund on all portfolio 
" transactions, and Tf am going to ask you to assume further 
9 js . 
I that all of the commissions so recaptured were credited 
\ 
- | against the management *ee Paid or nayable by Chemical | 
au 
Fund to M & D, | 
»») 
‘ | On those assumptions, I ask you this question, | 
2 || 
| Mr. Maynard: 
aA 
a! | Would thers havn been any difference in the 
; net asset value of 1 share of Chemical Fund on any day during 


b2 


tr 
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the years 1965 to 1973? | 
A No, there would not have been. 
Q Why not, sir? | 
A You earlier mentioned Rule 2(a) (4) as being 


the basis for determining current nat asset value under 


the SEC requirements. A svb-paraqraph of that rule permits 
that any expenses and/or income items except for dividends 
need not be accrued daily during the period when if 
cumulatively when ne’ ced those item: do not equal as much 


as One penny a share. | 


"he Chemical Func has uscd that method of 
computing daily net asset value during this period, and | 
we analyze the amount ofsales and commissions of portfolio | 
securities which were incurred during each of those 108 | 
months in this nine-year period. As a result of that sitieats 
and a comparison with the number of shares outstanding | 
at the beginning of the year, whicn is the conservative | 
approach, we determined that not once in those 108 months 
did the amount of total commissions amount to as much a 
half a cent a share even. 

On that basis, following Rule 2(a)(4), it was 


not necessary for the Chemical Fund to take into considera- 


tion the amount that the change in the expenses which would 


| 
| 


have occurred had th:se commissions been 100 per cent 
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recaptured, Aceccrdingly, in making that computation, 

there would have been no effect cn the amount of managemen 
fee payable by Chemical Fund to FP. Eberstadt M & D, and | 
in answer to your question the net asset value computed 


| 
| 
On any one of the days in any of those 108 months would | 
not have been affected. | 


MR. SCHWARTZ: Would your Monor like a copy of 
the Rule 284? T have it euoted in our papers, 

T have no _urther qgmuestions, 

THE COURT: How often did you do your calc _a- 
tions? Did you do a calculation twice a year, or have 
you done that caleulation in connection with this litiga- 
tion? 

THE WITNESS: It is done in connection with each 
of those examinations at June 30th and December. We test 
other days during the year to see if their method of 
computation is consistent. As far as the calculation of 
the relationship of commissions-—- 

THE COURT: That is what ‘Tr am talking about, 

THE WITNESS: I am SOrry. It was done oaly in 


connection with this litigation. | 


THE COURT: Is that an exhibit? Has that been -- 


Schreiber wants to si; i+ 


| 
MR. SCIWARTZ: No, It is available if Mr. | 


le A | A hh A 


to 


n 
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cross 
MR. SCHREIBER: T would like to see it. no 


you have it? 
CROSS EXAMINATIAN 


BY MR. SCHREIBER: 


lest question, that is, ignoring or including this 


possibility of 100 per cent recapture would not have 


affected asset value by more th 


| 

| 

9 Mr. Maynard, in answering Mr. Schwartz's | 
' 

an 1 cent a chare, end 

! 

| 


therefore the directs s quite properly could ignore this 


in determining net asset value per share, do you know 
whether or not the directors in fact considered that 
question? 

A I do not know that, and T don't believe that's 


the way my answer read. 


answer didn't read that way. 
A I didn't say -- 


Q That is why I ask vou. you do not know whether 


Q I heard your answer, Mr. Maynard, and your | 
or not they considered including or excluding the re- 


capturable potential? t 
A No; I don't know. 
Q The rule pursuant to which net asset value 


is computed was 2 (a) (4)? 


A That's cor--ct, 
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Subdivision 6, sub-subdivisien (b) thereof-- 
MR. SCHREIBER: That appears, your Honor, at 
page 28 of defendants' pre-trial memorandum, 


0 -- says, "The items which would otherwise be 


required to be reflected by subparagraphs 4 and 6 above 
need not be so reflected if cumulatively when netted they 


do not amount to as much as 1 cent per outstanding share." 


That says, "need no’, Mad they included that, 


even though it didn‘. amovnt t- as much as 1 cent per 


share, Mr. Maynard? Would that have been improper? 


A No, sir. 

2) Tt would have becn proper also? 

A Sure, 

Q They had a choice to Go *+: by including or 


hy excluding; is that correct? 


A I might say thot they don't include the 


management fee either from the first of the month, and 


therefore the commissions: would merely have heen an offset 


to 2 “anagement liability fee which otherwise would have 


‘aceruex’. If you did one TI think yo. would have to do the 
other. 


8) But they could have inecl-ted or excluded the 


cecapturable commissions, and cither would have been 


correct, and you doa': know whether they would have 


an exccllent sugcvesticn. 
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2 | considered it or decided in favor of one or the other, 
3 | do you? 
4 | A Well, they didn't do it, so I assume they decided 
5 ! against it. 
6 | Q Do you know if +hey considered or adopted a 
7 | resolution to do it tha. say or whether it was Just dor- | 
8 by some subordinate who ected on his own? | 
9 f A I have no recollection that there was any-- | 
10 | that we ever conside’ d whether this need be followed up. | 
| 11 | Q Do you normally, in your audit, inspect the | 
12 minutes of the board of directors’ meetings of the fund? | 
| | 
13 } A Yes. | 
14 9Q Do you recall whether in any of the years | 
15 that you referred to there was ever a minute in which 
16 | there was included a resolution saying “include™ or “exclud@"? 
" A I have nad attempted to refresh my recollection 
{ 18 | on that. I don't recollect either way. 
| 19 | Q Mr. Maynard, I show you what Mr. Schwartz has 
2 | given me as the calculation upon which you predicate your 
21 | one half cent or less than one half cent conclusion, | 
| 
= | THE COURT: You had better mark it for identi- | 
: = | fication if he is testifying from it. | 
| ” MR. SCHREIBER: Very good, sir. I think that is | 
: 
| 
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May we have that marked as a plaintiff's exhibit? 


3 | THE CLERK: Number 161, 


+ |] MR. SCHREIBER: May I have it marked as 


Plaintiff's Exhibit 161 for identification. 


(Plaintiff's Exhibit 161 marked for identifica- 


a tion.) 


4 Q Ts that the only calculation upon which you | 
based your testimony about less th=n one-half of 1 Tent? 


A It's the ¢ Ly thing in writing. We use a calculatbr 
to come up with the conclusion. I didn't attempt to put 


down the arithmetical ecuation that we applied. The figures 


b3 | f are all there, 
" f fe) That is, the shares appear up on top? 
5 | A That's correct. 
* Q The commissions @own below, and it is a matter 


of mentai arithmetic to ficoure out--~ 
A You can co through 108 of them, if you want to, 


I It's easy enough to identify a half dozen that you want to 


2“ | check, If you want to lool: at June, 1967, I believe it is-- 
" | it will save you the troulle, 
, 22 
.) If I understand this tavbulation correctly, “tr. 
23 | 
Maynard, let's start with 1973. 
a“ || : 
MR. SCHRETRER: May I approach the witness box, 
25 


| 
| your Honor? | 
| 
} 
| 


w 
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9 (Continuing) I helieve this is the number 


of shares outstanding in 1973. 


A Yes. | 

Q At the beainning, 77,141,000 shares? | 

A That's correct. 

Q And the last figure in the colum under 1973 
represents what? 


A It's the aggregate commissions paid during 


trial order. 


.@] And that ficure, which also appears in paragraph 


XXI of the vre-trinl order shows total commissivuns paid in 


the year that shows a the pre-trial exhibit -- the pre- 
*7i of 91,291,717. 


A 735, T believe, I'm not sure. Some of these are 
rounded, 
‘@) Well, your figure on 161 for identification is 


Now, let*s see if your one-half of 1 cent is 


correct. You will have to forqive me. I am sure that my 


| 
1,291,717, but it really makes no difference. | 
| 
ability at figures cannot match vours, Mr. Maynard, but | 
taking the shares first, one cent a share on 77,000,000-odd 
shares -- that would be roughly $771,000? 


A That's correct. 


9 And the ce~ aission of $1,2°1,000 is a little more 
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nN 
cr 
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a A That's for the year. I testified that there was 
not a single month in there in which there was as much 


as half a cent. 


6 .@) Oh, Mr. Maynard, T would never have understood 


. - | 
that from your testimony. 


A I thought T said that very clearly, sir. 


@) Well, now, if you were computing asset value 
at the end of the ye;. and you had a whole year's recaptur- | 
able commissions to consider, might that have affected it 
by more than one-half of 1 cent? 

A No, sir, because the commissions would be recorded 
on a monthly basis along with the Management fee. The 
management fee greatly exceeds that $1,200,000, 


(@) Well, let's leave management fee apart for 


the moment. because in your testimony, Mr. Maynard, I 
think you were telling us that recapturable commission, 


assuming 100 per cen* rec »ture, could not equal as much 


| 
20 | | 
as one-half of 1 per cent, or one-half of 1 cent per share, 
21 | 
| MR. SCHW?RTZ: The qnuestion was, when offset | 
! against the management fee. 
23 | | 
Q Mr. Maynard, did they charge the management fee | 
24 


i | * . * 

|| in at any time during the year? | 
| 
' 


i A Cn a month'y basis. 


wo 


to 
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Q And on a monthly basis, when it is charged in, 
is that reflected on this sheet? 

A No, sir. 

a) SO now we will talk about this sheet, Mr. Maynard 

On this sheet, at the end of a year, the total 

commissions would be more than a mnenny and a half a share, 
wouldn't they? 

A Yes. 

@) Now, let's cry another year. Let's try the year 


1972, for example, wher the total shares outstanding were 


33,637,000, and the total commissions were $939,000. That 


would be about three cents a Share, wouldn't it? | 


A On the basis of outstandings at the beginning. 


Q Now, let's try 1965, a give-up year. Total share 


outstancing, 23,989,000, roughly 24,000,000. Mme cent 
a share would be 240,000. Total commissions that year were 
339,000. That would be about a penny and a half a share, 
wouldn't it? 

MR. SCHREIBER: No further mestions, your Honor. 
I offer this Fxhibit 161 in evidence. 

THE CLERK: Any objection, Mr. Schwartz? 

MR. SCHWARTZ: NO objection. 


(Plaintiff's Fo:hibit 161 for identification 


was, received in evidence.) 
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I THE COURT: Anything further, Mr. Schwartz? 


3 |i MR. SCHWARTZ: No. 
‘4 (Witness excused.) 
5 MR. SCHWARTZ: Dr. Murrav,. 
7 | 
6 


ROBERT ge HUR RA Y, called as a witness by 


8 the defendants, hoinc first duly sworn,testified as 
" 4 follows: 

10 DIRECT EXAMINAT1.., 
ll | BY MR. SCHWARTZ: 
2 |; 9 Dr. Morray, are vou a member of the board of 
13 directors of Chemical Fund? 
14 | A I am. 
IS | 0 And for how many years have you been a director? 
6 | A Since 1959. 
7 9 What is your present oceunation? 
is | A I am a professor cf finance at the Graduate 
9 | School of Business of Columbia University. 

i 
20 a) What subjects @o you teach and what subjects have 
‘ 1 
ar you taught in recent years? 
22 | 

\ A I teach pretty hroadly through the finance area, 

i 
2 | but especially security analysis, c-pital markets and port- | 
2. || 

| folio management, 

| 
2 


9 Could you «eseribe briefly for the court what 
| 
| 


| 
} 
| 
| 


vu 


tw 
wl 


has been your academic and business experience? 


| 
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A Well, I started as a trzinee in June, 1932, | 
in the banking bwiness, and while I was working at 


Bankers Trust Company I conanleted my MBA and my Ph.D. 


at night in New york University in the Business School. | 
In that institution I worked My Way up the ladder, with 


the exception of some time in mili wry service in World 


War II, uad my responsibilitics eventually became that 


of chief economist o the bank, the vice president in 


‘ ; : 
charge of the investment research tunction,and the final 


post I held there was in ny role ir charge of institutional | 
| 


investment management services of the hank. | 


to become associate dean of the Graduate School of Business | 


I left Bankers Trust Company at the end of 1955 


at Columbia, and then, in 1958, I was aprointed a full-time 


professor of finance and became the first holder of the 
S.- Sloane-Cole professorrhip in banking and finmcee. 


I have been at Columbia since 1956, except for 
an interval of six years, during which I was a senior 


executive of the College Retirement Squities Fund. My final 


is kno.m, and chairman of its finance committee, This meant 
that I was in effect the porifolio inager for this 


organization. 


job there was as exccutive vice pre: ident of CREF, as it 


6 
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1] Would it breach any confidence if you sta ed 
on this record the approximate dollar value of the CREF 
portfolio which you mrnaced? 

A It was ahout $590,000,000 when I went there on 
a full-time basis, in 1955, and when I left it was about 
a billion and a half 

I had servedas a trustee oi CREF nrior to going 

there .. time, and I completed my term there in 1972 
as a trustee, 

8) When you were portfolio manager at CRED, did you 
have any responsibility for the execution of portfolio 
transactions? 


A Yes. That was under my direct supervision. 
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Q At Bankers Trust would it breach any confidence 
if I asked you or if you answered in general terms the 
dollar value of the portfolios for wi:ich you had respons- 
ibility? 

A When 1 was in the personal trust area it ran, 
as I remember, between a hundred and two hundred million. 
When I got in the institutional work in the latter part 
of my assignment there the volume was running about five 
or six hundred millio’. 

Q Did you have any responsibility at Bankevs Trust 
Company for the execution of portfolio transactions? 

A We had our owr trading department, but I was 
responsible for directing them in the executa on of the 


individual orders for the portfolios under my supervision. 


Q Are you a dixector or trustee of organizations 


other than Chemical Fund? 


A Yes, I am a diregtor of the Survey Fund and 


some other mutual funds, a couple of insurance companies, 
the New York Bank For Savings, and a number or organiza- 


tions in the non-profit world, like our Ccmmon Fund for 


Non-Profit organizations, the Investors Responsibility 
Research Center, Catalyst; I serve as a trustee and 


chairman of the investment committe: of Smith College, and 


currently I am serving as a trurtee of Andover. 


w 
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Q Have you also served as chairman of the White 


House Committee on Aging? 


A Yes, 1 served as chairman of one of the divisions 


there as a follow-on from my service on the President's 
Task Force on Aging. 

Q Have you been a member otf the Economic Stuay 
Committee of the Investment Committee {nstitute? 

A Yes, I have served on thet since it was organ- 
ized. 

Q Are you aware of the Governor's Council, that 
is, the Governor of the State of New York's Couacil on 
Economic Advisers? 

A Yes, IL have been serving in chat capacity. 

Q Did you mention the Investor Responsibility 


Research Center? 


A I have, yes. 

@) Have you written in the field of portfolio 
management? 

A Yes, I have written a good many articles, and 


especially on those aspects involving pension funds. But 

I also wrote the chapter in a book on financial institution 

on markets that dealt with the investment company industry. 
Q Turning to your post as cirector of Chemical 


Fund, have you served since 1959 on «uny committees of the 


| 
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board of directors? 

A Yes, I have served on the portfolio committee 
from time to time; I have also served on the committee 
of independent directors to review the management and 
distribution contract of the Chemical Fund; I guess I 
served one year on the Audit Committee of the Fund. 

Q Let me ask you a few questions, sit, about the 
subcommittee of independent directors which reviews renewal 
of the management contract. 

How often in the years '65 through '73 was | 
such a committee constituted? | 

A I think it was every year, beginning along about 
well, we met every year and I guess we wrote a formal | 
report every year beginning in about 1967, as I recall. 

Q In those formal reports which you wrote in the 
years '67 to date, was there mention of the possibility 
of recapture and the Fund's policy with regard to brokerage 
commissions? 

A One of the items always on our agenda was the 
consideration of that question. 

Q Dr. Murray, what is Chemical Fund's brokerage 
policy? 
A The basic policy is determined by the board of 


directors, specifically, by the independent directors. 


5 


§ 
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That policy as it has bec. stated repeatedly over the 
years has been to delegate to the manager the specific 
allocation of commission business within guidelines estab- 
lished by the board of directors. 

Q What are those guidelines? 

A Those guidelines are that the manager shall at 
all times seek best execution for the purchase or sale 
transaction. subject to that overriding consideration 
prior to mid-1973 the nanager was encouraged to use com- 
mission business as a means of stimulating sales of Fund 


shares. 


In addition, throuchout the entire period, 
including the period before and after last year,the manager 
has been encouraged to use brokerage commission business 
to secure statistical and other services and to obtain 
investment information, investment research recommendations 
from the brc'er-dealer community. 

Since mid-1973 it has not been possible, I 
regret to say, to use brokerage commission directly for 
sales. Sales may not be considered ..- a qualifying or 
disqualifying factor in the allocation of business. 

MR. SCHREIBER: Your Honor, I note that the 
witness has before him some pages and writings. May I 


ask what those are? 


EEE 


10 


il 


} 
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is my biographical sketch; and these are notes that I 
made to help me remember selected dates. 

Mk. SCHREIBER: Thank you. 

MR. SCHWARTZ: Will that be the last inter- 


| 
| 
THE WITNESS: These are my personal] notes; this 
ruption, Mr. Schreiber? 
| 
| 


MR. SCHREIBER: I can't promise. I will do 
my best. 
Q Have you finished your answer? 
A Yes. 
Q Is there a Chemical Fund policy with respect to 


the use of Eberstadt & Company for the execution of Fund 


portfolio transactions? | 

A There has always been -- I say always -- in my | 
entire experience with the Fund the policy has been no t to 
use F. Eberstadt & Company. In more recent years the 
independent directors have specifically reinforced that 
general policy statement by a specific prohibition against 
their using F. Eberstadt & Company without tie specific 
approval of the independent directors. 

Q Who was it that determined that Eberstadt would | 


not be used as a broker? | 
A It was determined long ago by Fred Eberstad* ' 


himself. When the Eberstadt firm became a member firm 


to 


ow 


~) 


24 
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it was natural that this question would arise. Mr. 
Eberstadt himself told us as directors of the Fund that 
it was not his intention, nor did he think it was desir- 
able, that transactions be place with F. Eberstadt & Company 
now that they were a Stocx Exchange member, and we as 
individual directors, and, particularly, independent 
directors, were in complete agreement with that policy, 
wi th became continuously operative from that time onward. 

Q For how lonys have you been aware, Dr. Murray, 
that there were means by which brokerage commissions could 


be recaptured and credited against an investment advisory 


fee? 


THE COURT: May I interrupt before you:ask the 


question? 


said there was a policy? Has it been the policy since 
"597 Since you were on the board? 


Can you, Dr. Murray, give me some time? _ You 
THE WITNESS: Yes, but I understood it was | 
| 


the pelicy prior to that time. 


THE COURT: You were aware of the policy since 


1959? 


THE WITNESS: Indeed, I was aware of the policy 


when I discussed the question of becoming a director, 


because I did not want to be a director of a fund where 
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that was not the policy. 


THE COURT: When was that? 


THE WITNESS: That was in late 1958, when I was 
being discussed as a potential director for the following 
spring. 

THE COURT: I guess you will have to reask the 
question. 

Q You have heard the word "recapture," Dr. Murray? 
A Yes. 


Q What does it mean to you? 


rebate of a portion of a fee, a service charge that someone 
has paid for the performing of a service or a transaction. 


In this particular context of the brokerage 


A It means recovering or retrieving or getting a 
| 
| 


business it would be a question of getting back in some- _ 
form or another a portion of a commission paid to a broker 
on a security transaction. 

Q Are you aware that there are devices by which 


it is apparently possible for an investment adviser to 


by executing portfolio transactions to credit commissions 


against the management fee charged? 
A Yes. 


Q For how long have you been aware of that? 


It would go back to the practices of mutual 
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funds that had been in operation for at least 30 years, 
perhaps longer. 


Q Are you aware of recaptured devices which don't 


utilize a New York Stock Exchange seat? 
A Yes. 
Q Are you aware of recaptured devices which 


devend on membership in the NASD? 


A Yes, I am. 
Q For how long have you been aware of these? 
A The device of membership on one of the regional 


e.changes, it seems to me, has developed much more recently. 
In fact, it was not widespread at all in my awareness or 
consciousness prior to the time that give-ups were 
abolished. I am sure it was used prior to that time, 
but what gave it an impetus was the abolition in December ,,_ 
1968, of the give-up, and it was at that time that a good 
many people tried to search out devices and schemes and 
subterfuges for trying to get around the rules against 
commission rebates, a rule which the New York Stock 
Exchange has tried over the years to enforce, but it has 
been a target for a wide variety of evasions. 

Q Have these various methods of recapture of 
brokerage cormissions been the subject of discussion within 


the Chemical Fund board? 
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A Yes. 
Q On how many occasions or on what occasions 
were these discussions had in the years '65 through '73? 
A I don't believe I could accura*ely estimate the 
number of occasions, but, obviously, they were discussed 


annually at the time when we discussed renewal of the 


management and distribution contract, and then in between, 
as whenever we read or heard about or talked about some of 
the changes in or suga:sted change. in the regulatory 
environment or in legal decisions. So that there must 
have been three or four or more other times a year in which 
these questions would be formally discussed at board meet- | 
ings or at portfolio committee meetings or at the luncheon 
table. 

Q Do you recall a Securities and Exchange Com-— 
mission report issued at the end of 1966 which is some- 


times shorthandedly reported as the PPI or Public Policy 


Implementation report? 


A Yes. 

Q Did you read that report? 

A Yes, I did. 

Q Did you note when you read it the views expressed 


therein by the recapture of commissions by investment 


companies? 


© 
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A Yes. 

Q Were those views as expressed in the report 
discussed by the board of Chemical Fund? 

A Yes, they were actively discussed. 

Q Do you recall in January, 1968, a proposed rule 
promulgated by the SEC, Rule 10(b) (10)? 

A Yes. 

Q Do you have any present recollection of the 
substance of that prorosed rule? 

A That rule, as I recall, was designed to work 
almost as a requirement that funds seek commission rebates 
by any presumably legitimate device available? 


| 
| 
Q Was it the subject of that rule discussed within 
the Fund's board oi directors? 


A Yes. St eae Sens 

Q Did the directors consult counsel? 

A Yes, they did. 

Q Did the directors receive a written opinion of 
counsel? 

A Yes. The directors were of one mind, that 


they did not wish to follow the proposals made in that 
SEC release, and so they sought confirmation from counsel 


of the propriety of reaching that determination. 


Q Did you as a director of Chemical Fund rely on 
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the opinion which you received from counsel? 

A I certainly did. 

Q Do you recall that after the proposed Rule 
10(b) (10) there was another SEC release in 1969 on the 
subject of recapture, No. 8746? 

A Yes. I don't remember the number, but I 
remember the event. 

Q Let me show you a copy of Exhibit O, Dr. Murray, 
which is a copy of the SEC release 8.46, and ask you if 
you were familiar with it at or about the time it was 
published? 

A Yes, I was, I should say, familiar with this. 

In fact, it caused some entertainment, if one can obtain 
entertainment from this long discussion. 

Q In what sense did it provide entertainment, if 
I may use your word? 

A It seemed to many of us like a very elaborate 
method of withdrawing a position or so substantially weaken 
ing a position as to amount to a withdrawal and then trying 
to rationalize that whole process of withdrawal by some 
lot of verbiage. 

Q What was your understanding after reading that 
release of the SEC's position on the duty of the Fund to 


recapture? 


ms Murray-direct 170 
A My understanding was they had retreated 
completely from taking that position. 
Q Did you ever read the decision of the First 


Circuit Court of Appeals in Moses versus Bergen? 


A Yes. 

Q Where did you get the copy which you read? 

A That was provided to me by the Fund. 

Q Do you know whether copies of that opinion were 


distributed to all of the directors of the Fund? 

A I believe they were. 

Q Was there a discussion of that opinion among the 
directors of the Fund? 

A There was a discussion among the directors 
individually and at our board meetings. 

Q Did the directors consult counsel? ae 

A Counsel was consulted to determine whether the 
previous opinion of counsel still stood as counsel's 
advice to directors. 

Q What were these directors told by counsel in 
answer to that question? 

A They were told that there was no change in the 
substance of the previous ‘pinion. 

(9) Just so the record is clear, Dr. Murray, let me 


show you a copy of Plaintiff's Exhibit 75 and ask you if 
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that is the opinion of counsel whi you have referred to? 
A That is the one dated February 20, 1968. 
Q Did you as a director of Chemical Fund have an 


Opinion during the years 1965 to 1973 on whether or not 
Eberstadt should be used as broker for the Fund and 


whether or not if it was used as broker for the Fund its 


brokerage function should be the occasion for the recapture 
| 


of commissions? | 


A I did. 

Q What conclusion did you reach? 

A I was unalterably opposed to engaging in that | 
pratice. | 

Q Could you tell us please, Dr. Murray, the 


reasons for that conclusion in your cwn words, in your 

Own order, and you are free to refer to your notes at any -. 

time? 
A To mere there were a combination of reasons, 

and although I can list them individually, I think they are 


all part of a single conviction on my part. 


F. Eberstadt & Company was that it opened up the poss- 
ibility of a conflict of interest situation. When the 
trader on the desk of that firm received a purchase or 


One of the problems in placing the orders with 
sale order from Chemical Fund and simulatenously from 
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another client of the firm, from the institutional 
services division of the firm, he would be left in the 
position of trying to decide whether to give priority to 


Chemical Fund or to one of the other clients to whom the 


firm had a responsibility. 

I have the utmost convidence in the integrity 
of everybody in the Eberstadt organization, but I cannot 
see how they can resolve these kinds of conflicts, of 
priorities with consi‘ tency no matter how well guided are 
their motives. 

It seems to me preferable at all times that 


the person negotiating the transaction for Chemical Fund 


be acting solely on behalf of Chemical Fund with that. 
undivided loyalty to the Fund and to no one else. 

Also, I would like to be able to hold the_ - 
individual acting on behalf of the Fund directly respons- 
ible. 

When John Van Derventer executes an order for 
Chemical Fund, I am going te see him at the board meeting 
or at our portfolio committee meeting, and I can ask him 
how did he handle that transaction, and he knows that when 


he handles it he has to face me and the other directors. 


as we have had in the last two years and more, there would 


In a period of negotiated commissions, such | 
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be a problem in negotiating commissions with F. Eberstadt 
& Company, the parent of M. & D. 

How could one unravel the different factors at 
work in that negotiating process? Surely, you could 
not call upon the independent directors to negotiate each 
transaction in order to assure arm's length bargaining in 
that process. 

Besides, it is unfortunate to have orders for 
Chemical Fund coming ca the floor of the New York Stock 
Exchange with a floor trad: or a broker employed by 
F. Eberstadt & Company because this can lead other floor 
brokers to perceive who is the major factor involved in 
the transaction on the floor. It's very advantageous 
if you are trying to liquidate a large block of stock in 
an orderly manner over a span of time to be able to-use- 
one, two, five or a dozen different brokers, so that there 
is not a concentration of buying or selling interest shown 
by a single firm. 

Another reason in my mind that is powerfully 
important is the fact that if the business were given 
exclusively or predominantly to F. Eberstadt & Company, 
other broker-dealers would have no incentives to seek out 
the opportunity to perform services for Chemical Fund, to 


provide it with investment information, to provide it with 


ms Murray-direct 174 | 
statistical and other kinds of services that would be | 
of assistance in the management of the portfolio. 

Prior to the Middle of last year if no broker had | 

| an opportunity to obtain commission business as a result 

of being an effective distributor of Chemical Fund shares, 
it is clear to me that the broker-dealer community would 
not have been willing or anxious to sell Chemical Fund 


shares in competition with other funds that were rewarding 


them generously with -ive-ups or with direct commission 


business. 


It seems to me vitally important that the Fund 
have the benefit of a continuing flow of new sales of 


shares in order to enhance the opportunities for good 


performance, 
16 And while I do not want to take anything from 
ue anyone in the last few years for the outstanding perform- | 
18 ance of Chemical Fund, it is clear to me that one of the 
19 reasons why the shareholders of Chemical Fund have had 
20 one ofthe very best investment experiences in the entire 
21 | industry is because unlike the rest of the andustry, 
7 Chemical Fund has had a positive cash flow resulting from 
alt sales in excess of the redemption ofthe existing shares. 
A So this is vitally important to the efficiency and 
i} 
| ae | effectiveness and the quality of performance of the Fund. 


w 


4) 
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There is also one overriding consideration 
in my mind that has always weighed very heavily, and that 


the Chemical Fund has benefited in its experience because 


of its continuing positive cash flow and from its standing 


and reputation as being widely known everywhere you turn 
as a fund which has always been managed in the highest 


standards of integrity and fair dealing. 


Now, if the commission business were put through 


F. Eberstadt & Companv there would always be in the mind 


of investors or potential investors or the public to which 


the shares were offered the suspicion, no matter how 
unwarranted, that now there would be an increase In turn- 
over, that there would be churning of the portfolio in 


order to generate an enlarged volume of commission busi- 


ness. 


There wotld always be a question about the size 


of the give-up, the terms on which rebates were given to 
the Fund by the affiliated broker-dealer. I have felt 
ever since I have been a director of Chemical Fund that 
one of my responsibilities to our present and potential 
stockholders that I would do everything within my power 
to retain that reputation for integrity, responsibility 
and accountability that the Fund has enjoyed for some 


35 years and longer. 


t 


y 
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Now, in addition to those reas ‘s which I have 
stated in, I hope, fairly specific terms, there was, of 
course. always the overriding consideration that the com- 
mission structure was not there to stay. It was evident 
to any thoughtful observer that the excessive level of 
fixed rate commissions could not persist indefinitely. 
This conviction was, of course, reinforced by a continuing 


barrage of questions and criticisms and exceptions, and 


then finally beginnine in 1972 we had negotiated commissions | 


established on transactions in excess of $500,000. 


T4 
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A year later or so, commissions wer? made 
negotiable for transactions in excess of $300,000, and it 


was evident to me all through this periode that the ex- 


| 
| 
| 
cessive commissions, the fat, if you will, in the conmission 
scale was going to be eliminated by going to negotiated | 
rates,or some other technique would be devised, and under | 
these circumstances, it would be an especially foolish | 
step for the directors of -mical Fund to take to impair 
the effectiveness of che ongoing organization for what 
| 
was obviously go ag to be an extremely short-lived and | 
temporary, minor dollar saving to the fund, a dollar saving | 
which in no way could be found commensurate with the 
disadvantage associated with bringing the affiliated 
broker-dealer into the net worth of decisions and trans- 


| 
| 
actions affecting the fund's portfolio. | 
9 Dr. Murray, did the so-called Martin report | 
have any bearing in your consideration of the fund's 
brokerage policy? 
A It did, indeed, because this was, again, one 
of the documents -- another one of the discussions that 


was constantly reminding a thoughtful observer of the 


scene that the fixed commission, the days of the fixed 


commission and its complicated structure of rebates was 


| 
--* long for this world. | 


Murray-direct 


9) You testified, pr. Murray, to tc the need or 
the benefits of positive cash flow for effective portfolio 


manageivent, Could you explain that, plevse? Why is cash 


fle. important for effective portfolio management? 


A When you are sitting there trying to plaa a 


portfolio and make individual investment selections for 


the fund, you cannot be Sure at any point in time whether 


the expected result is going to be realized in a short time} 


| 


Or over an extended ;eriod of time, Particularly in funds 


like Chemical Fund, with its emphasis on long term invest- 


ment results. you need to have time on your side to be 
able to have confidence that a good investment decision 


is going to be advantageous and fruitful and contribute 


to the performance of the fund. 


If you are exposed to an uncertain outflow of 


funds, you are in no position to take that kina of a risk 


Suppose after careful analysis you have uncovered an 
attractive investment Opportunity, but you cannot tell in 


the typical case whether this is going to work out in 


six months or in six years. If you are going to be able 


to go ahead with that decision with confidence, 


be entitled to feel that you can make that investment and 


you can follow it through over a span of time, and you are 


you must | 
"*- ~oing to be call-j upon to liquidate it at a timing | 


20 


21 
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of someone else's choosing simply because you have to 
meet redemptions. 

On the contrary, if you have an assured cash 
flow, you can go out there and look for the opportunities, 
You know that if you buy some of thr shares of the company 
now and you are a little bit premature, you will have 


a chance to come again and buy some more, and so you will 


be able to build a position in a company over a span of 


time, and you can do <chis deliberately, and you can do it 


at times of your own choosing. 


But this is only true if you can go ahead with 


confidence, with the assurance that you are going to have 
a positive cash flow into the fund. 

Q Do continued sales of the fund have any impact 
On costs per dollar under management? 

A The tapered management fee declines with the 
sales of the fund, and so there is a Saving on the . Jeme 
fee to existing shareholders if the fund continues to grow. 

Q In yOur opinion, is there a relationship between 
the sales of the funds shares and its investment perfo. anc 

A Yes; there is. The sales will be stimulatd 
across time by good performarce. 


9 And what effect do the sales themselves have 


or nerformance, if any? 
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cross 
A The sales themselves, by producing that positive 


cash flow, make a very important contribution to the 
investment decision making process and therefore to the 
performance of the fund. 
MR. SCHWARTZ: I have no further questions. 
THE COURT: Mr. Schreiber? 
CROSS EXAMINATION 
BY MR. SCHREIBER: 
Q I have a fr s questions I would like to ask you, 
Dr. Murray. 
Dr. Murray, your principal Occupation is as 


professor at Columbia University? 


A Yes? it ig, 

Qo And you have all of these other interests as 
well? 

A I did have other interests that are campatible 


with my teaching responsibilities, 


Q -- which you have mumerated? 

A Yes. 

10) What is your compensation at Chemical Fund? 

A I receive a fee, as I recall -- it is now $5,000 


a year, plus, I think it is $200 for every board meeting 


T attend. 


| 

‘ | 

9) Was that ircreased since September of this year? | 
| 


24 
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A No. In my deposition in September of this year 


I quoted the old fee prior to the increase, 


Q So that when you said in September of this 


year that your fee was $3,000 a year, you were in error? 


A Iwas just plain wrong. 


0 Now, what proportion of vour time do you devote 


to this Chemical Fund? 


A I wovld suppose that I snend about the 
equivalent of about ¢ wo days a month. 

2) To Chemical Fund? 

A Yes, 

fe) 


HOw many days a month do you teach at the 


university, professor? 


A I teach normally on three different -- three 


different days. 


Q Three days a week? 

A A week, yes. 

Q And you also are affiliated with Surveyor Fund? 
A Yes, sir, 

a) 


How many days a month do you give them? 


A I would suppose I give them roughly the same, 


although probably a little bit more, because there I am 


Serving as chairman of the portfolio committee, 


0) And your tine, of course, is occupied with the 
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9 


other activities you have mentioned as well; is that 


34 correct? 
1 A Yes, sir. 
5 Q By no means would you call your occupation or 


6 preoccuvation with Chemical Fund a full-time occupation, 


‘ | 
professor? 
A Certainly not. 
9 Q Now, you have enumerated some reasons why 


10 Eberstadt should not °e used as the execu*ion broker for 
11 the sale of portfolio securities for the fund. I would like | 
| to direct your attention back in time, to 1965 through 

December Sth of 1968, when give-ups were possible, and in 
each of these reasons which you have given why Eberstadt 


should not be the executing broker, I want to see if they 


apply with equal force to this situation, that is, a 
situation where Eberstadt is just the recipient of give-ups, 
not doing any actual execution, not participating in any 
way in the actual execution of the transaction, doing 

| nothing more than the other recipients of give-ups did, 
except that it might be availabile for recapture through 
diminution of the advisory fee paid Fherstadt's subsidiary, 
| M&D. 


Now, the first reason you gave why Fberstadt 


sktw1ld not be an executing broker for fund shares was the 
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possibility of conflict of interest, and correct me, 
professor, if I misstate your testimony, but you said 
that conflict of interest might arise if at the trading 
desk an order came in from Eberstadt to sell and an order 
simultaneously arrived from one of its other customers 
to sell, who gets priority? 

Am I phrasing your objection correctly? 

A That is correct. 

0 Would that apply if we are talking only of 
give-ups? 

A It would be a different conflict of interest on 
give-ups. 

Q We will get to that, if you will, in a moment. 

Would this kind of conflict of interest apply? 

A The conflict of interest applies in the-- or 
at the execution of the order. The conflict of interest 
is not in this case on the trading basis. It is on the 
negotiation of the level of the give-up. 

Q Professor, forgive me. We are talking about 
the conflict of interest about which you spoke, the conflic 
of interest at the trading desk. Which customers order 
gets priority? 

Would that apply in the situation of a give-up? 


A Not that, }ut the other one would apply. 
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QO We will get to the other one, professor. Just-- 
A No. Your question will not lead to the other 


one, because you are taking it item by item. 

MR. SCHREIBER: Your Honor, I must be forgiven 
if IT ask that the witness answer my question, and if he 
wants to answer another question, let his counsel put it. 

THE COURT: Will you answer the question posed, 
Dr. Murray, and if you need an explanation, you will be 
permitted to give it. 

Q Now, professor, getting back to my question, 
would the conflict of interest at the trading desk, as 
to whose order gets priority, apply if Eberstadt is only 
a give-up recipient and not an executing broker? 

A The conflict ove: priority of order execution 
would not be involved in the give-up instance, 

2) Now, professor, let me ask you another one. We 
will digress a moment from your various reasons, 

By not using Eberstadt as an executing broker 
in this period from 1965 to 1968, and, for that matter, 
right on down to date, when the fund gives an order to 
an executing broker, do you know whether that executing 


broker's only customer is the fund, or does it have other 


customers? 


A It has othr customers. 
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Q And how do you assure yourself that those other 
customers are not simultaneously placing like orders 
competitive with those placed by the fund at the same time? 

A I do not have to do business with any of those 
brokers, and if they give me second standing in their 
execution performance, I simply do not do business with 
them. 

oO Of course -- 

A So I have tat discipline over the choice of 
how they serve their multiplicity of customers. 

Q And you couldn't have that choice with Eberstadt? 

A Not if I had determined that all transactions 
were to go to Eberstadt, because Eberstadt couldn't, in 
all conscience, give Chemical Fund always first priority. 

Q And I assume the actual executing broker who 
has been doing the execution all these years for Eberstadt 
couldn't give Eberstadt absolute priority at all times, 
either, because it had other customers? 

A It could make no guarantee, but there would 
always be the arm's length bargaining, with one broker or 
against another broker. 

0 And did you personally have anything to do with 
supervising those actual executing brokers to see whether 


trav had other competing customers? 
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A You mean in the Chemical Fund case or in my 


own activities? 


Q No. Where the Chemical Fund is selling through 


brokers other than Fberstadt all these years, did you assure 


| 


yourself Personally that they didn't have Other customers 


placing competitive orders? 


A The independent directors do not take up residence 


in the order room, sO of course I did not. 


0 You left t' at toM &D, didn't you? 
A That's their responsibility. 
Q Now, let's get back to the other reasons why 


you said you couldn't use Fherstadt as a give-up recipient 


for recapture purposes, 


After the conflict of interest at the trading 
desk, which you now say wouldn't apply, the next one was 


direct responsibility. Do you remember saying that? 


A Yes. 

Q That is, by not having Eberstadt as executing 
broker, you could have direct responsibility? 

A With the officer of the fund in M & D who was 


handling the transaction himself for the Chemical Fund? 


Q That's right, 


oe] 


Yes, sir. 


a) Would that 


Same objection apply if Eberstadt was 
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to be used only as a give-up recipient? 
A Not as to the transaction but only as to 


terms of the give-up,. 


‘Q Well, now, let's do things one at a time, 

professor, 
I am talking about as to the transaction. Would 

“ou still have the objection about lack of direct 
responsibility? 

A I said the’ as far as the transaction was 
concerned, it was not involved. 

a) So that that objection would not apply to give-up| 
receipt; is that right? 

A The priority of transaction objection would not. 

Q And how about the direct responsibility objection? 

A The direct responsibility would still be retained| 


oO That would still be an objection to give-ups? 


A No. The direct responsibility of the officer of 


CREF to me as an independent director would not be impaired 


by his executing orders through another broker but directin 
| 


give-ups to Eberstadt and Company. 
Q Well, forgive me if I have to ask this again, 
because I am not at all sure I understood your answer. 
You had an objection to using Eberstadt for 


ai cect execution, th: t objection being the breakdown in 


0 
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direct responsibility; is that right? 
A That's correct. 


0 And I ask you now, would that same objection 


apply if Eberstadt was used Only for receipt of give-ups? 

A And my answer was no. 

8) Thank you. Now, your next objection to the 
use @ Eberstadt for direct execution had to do with 
negotiated commissions. That didn't occur until 1972, | 
did it? You didn't «cart negotiated commissions until 
*72? 

A May I restate what my testimony -- what I actually 
said? 

Oo Yes, 


A What I actually said was that all through this 


period it was expected by me and by many other observerr 
that negotiated commissions would come and in fact they 
came in stages beginning in 1972. I did not Say-- 


a) We will correct you, professor. It was ‘71, but 


| 
MR. SCHWARTZ: 1971, as a matter of fact, | 
go ahead. It doesn't make any difference, 
A The point I was making was simply that it was 
clear to all of us that fixed commissions were not long 


for this world, and that expectation was borne out by 


sv secuent events, 


oe Be eee 
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Q However, even with that seer-like forecast 


of what would take place in 1971 or thereafter, that would 


not have applied to vecapture of give-ups in the 1965-to- 
1968 period, would it? 
THE COURT: Mr. Schreiber, I \. da appreciate it 
if in your questioning you would rely on the question rather 
than comments. 
MR. SCHREIBER: If I make any comments, it is 
pure’? inadvertent, -.:d I will try to avoid it. Thank you, 
your Honor. 
1) Now, profe: or, the negotiated cam. sions did 


not start until 1971, so that that could not have affected 


the use of Eberstadt as a recipient of recapture in the 


period which terminated December 5, 1968, could it? 

A It could not -- it did not impair the avail- 
ability of give-ups. Obviously, as long as the fixed 
commissions were there and give-ups were permitted, there 
was always an alternative use of give-ups. 

Q But there was no difficulty in negotiation, 
because there was no negotiation of rates until after 
December 5th of 1968? 


A There was a negotiation of the size of give-ups. 


Q I understand, sir, but-- 


A That isn't the negotiating to which I referred. 
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Not to negotiation of commissions. 

Q Well, when you talked about the difficulty of 
using Eberstadt as a negotiating broker -- rather, as 
an execution broker, you were speaking of negotiating 
commission rates, were you not? 

A Negotiating rebates. Negotiacing give-ups. 

0 Well, now, iet's try one at a time, if I may. 


In response to Mr. Schwartz's questioning 


as to why you co ’dn'< use Eberstadt as an execution broker, 


the negotiation that you were talking about, which would 
be difficult between the fund and its parent, Eberstadt, 


its sponsor, Eberstadt, was a negotiation of the amount 


of commissions, was it not? 


A At that particular point I was referring 
to the negotiated um ssions that came into operation 


after '71, at thatparticular point in my testimony. 


9 And my questioning now is directed to the pre- 


December 5, 1968, period, when there were no negotiated 


co: missions. 


A There were negotiated rebates, 

Q But no negotiated commissions. 

A There were not negotiated commissions. 
Q 


So there would be no difficulty in negotiating 


commissions, because you couldn't negotiate commissions 


| 
| 
| 
| 


] 
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until 1971, 


A The only difficulty woulc arise in negotiating 


the size of the rebate. 


Q Right. 
A And that to me is a serious problem. 
QO Very good. But now if you negotiated the amount 


of the give-up with the broker who actually executed, 


he is unrelated to Eberstadt and he is unrelated to the 


fund, and you had to iegotiate that with him, anyway, 


didn't you? 


A Yes. 

Q Fine. 

A You had to negotiate that with him. 

Q Now, having negotiated the amount or percentage 


of the give-up with the actual executing broker, there 


would be no difficulty negotiating anything with Eberstadt, 


because whatever that broke. was going to give up would 
come to Eberstadt; is that not right? 

A That is-- whatever Eberstadt got as -- as a 
firm would be the result of the negotiation that had 
taken place with the executing broker, 

Q And that negotiation you had to have, anyway, 


as long as you had to have give-ups, no matter whom you 


sent them to; is that correct? 
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2 || A That's correct. 
3 | Q By the way, you are familiar with the scale 


a hy of those give-uns, aren't you, the percentage, roughly? 
| A When the subsecuent hearings came cut, I found 
6 | out thet I was not as familiar as TI thought I was, because 


some firms got -- gave give-ups much larger than TI had 


been able to negotiate, myself. 
9 Some of them gave up substantially mor. than 

1 | 50 per cenc? 

11 | A That's right. 

12 R) Some of them gave u.. 70 per cent? 

A They did, indeed, 


9 Some of them gave up more? 


A I don't know any offhand that gave up more than 


70 per cent. 


QO Now, coming back to the objections you found 
| that would prevent using Eberstadt as an executing broker, 


when .r+. Schwartz was questioning you, number 4 was in 


fact that if the fund used Fberstadt for all of its executions, 
people in the street would say, "Any Ebe. :tadt transaction 


| is probably for the fund," and it would show the hand of 


the func; is that right? 


| A That is not my testimony. 


2) Well, then, you correct me, Sir, because I don't 
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want to misstate your testimony. 


A All right. Let me restate what I said. What 


I said was, it was a positive advantage, if you were 
trying to move large blocks of stock either on the buy or 
sell side, if you had the flexibility of using a number 
of brokers and different brokers at different points in 


time, so that there was not a concentrated flow of orders 


through any broker, Eberstadt or anybody else, and it would| 


be particularly disaCvantageous because of the potential 


tie, of course, of Eberstadt, if Eberstadt were dealing 


for Chemical Fund, to have that kind of disability on the 


floor. 
Q Thank you, professor. 
Now, my question to you is, would that same 


objection apply if some other broker were the executing 


broker and all Eberstadt did is receive the give-up? 
Would that still tiv the hand? 
A Not necessarily. 


Q Thank you. Now, your next objection to using 


Eberstadt as the executing broker was that if the business 
were given exclusively to Ebevstadt there would be no in- 


centive to perform services for the fund, and I emphasize 


the words ‘for the fund", and the services you mentioned 


weve investment infor nation, which is another label for 
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research; isn't it? 


A Yes. 

Q And statistical service? 
A Yes. 

0 And prior to mid-1973, sales? 

A Sales, 

Q Now, start with it in reverse Order. Were the 


Statistical servicesrendered to M & D or to the fund? 

A It’s not rrally in any meaningful way to separate 
the two. As long as M&D is managing the fund and the 
officers of thw fund are officers of M&D, there is really 


no distinction between the fund and M&D. If MED 


benefits, the fund benefits. If the fund beiefits, M&D 


may be in some sense benefited. 


Q Does the same apply to investment research? 
A Yes. The quality of performance presumably 
benefits -- well, in this case it benefits the fund, 


because M & D is not a collection of ussets. It's a 
service entity. 

(@) So that by having these brokers perform this 
research and statistical service for M « D, they were 
in effect helping the fund? 


A That is correct, 


gd And wasn't M & D under contract itself to supply 


ul 
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statistical and res.arch information to the fund in return 
for the millions of dollars set forth in the pre-trial 
order as its advisory fee? 

A It had responsibility to provide those services 
but none of us as independent directors ever have been 
persuaded that M & D is the custodian of all abilities 
and all wisdom. Therefore, we have always been most anxious 
to have the thinking of M & D ventilated and exposed to 
other kinds of judgme its and expertise available in 


Wall Street. 


Oo But you were paying M & D for that research and 


statistical service, weren't you? 


A The amount we were paying them was for what they 


could do, ari they could not be an expert in all fields, | 
and if they didn't have the benefit of those give-ups or 
commission business to use for getting outside additional 
facilities, we would have had to raise their fee and make 
a-- arrange for them to buy them, because we were convince 
it was essential to the verformance of the fund that that 
kind of exposure to other ideas got into the decision makin 
process of the fund. 

Q Now, professor, you said you would have had 
to raise their fee. That fee is provided for in the 


Menacgement or advisory contract, isn't it? 
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o | A That's right. | 
3 | Q And at a point it was set forth as a percentage 


{ of net assets, and thereafter a percentage of net assets 
5 plus some incentive, wasn't it? 
b5 6 A Yes. 

9 Whichever way it was, was there anything in any 
of those contracts from Genesis down to date that said, 
"In addition to the amount that we are going to pay you 
10 pursuant to this cont act, more than a million dollars 
each and every year, you may use a percentage of commissions 


on portfolic transactions as you will to compensate people 


who will help you provide these research and statistical 
services for us for which we are Paying you, M & D"? 

15 A It was fully understood that that would be done. 
Q Is there anything in writing that reflects that? 


"fully understood", Doctor? 


A There was mneed to put it in writing. It was 
explicit and clear in the prospectus and in the proxy 
statements that the brokerage commissions were being | 
allocated for investment information. 
. ca) Was it ever clear in the prospectus, in the 
i proxy statements or in any other communication to the 


shareholders of the fund that give-ups were being directed 


prior to December 5, 1968, to brokers who did not participate | 
| | 
HW 
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in the execution? 

A I don't believe that the form of compensation 
was reported, because that was a matter of form and not 
of substance. It doesn't make any difference whether you 
paid them with commission dollars or with give-ups. It 
wouldn't make a particle of difference. There was no 


reason to make a production of it. 


Q The answer, professor, is that it wasn't ee 
that give-ups were be .ng given to people who did not 


participate in the execution? 


A As far as I know, that particular item was 


not specifically reported. 
Q Now, let's see if we can get back to another | 
of the reasons that you gave, which was that the fund 
was widely known for integrity and fair dealing, and the 
public would expect churning to enlarge commissions if 


executions were given to Eberstadt. 


Would that be true also if instead of allocating 
executions Eberstadt was just to receive and credit 100 per 
cent of give-ups? Would they still suspect churning? 

A The people would, basically. People are very 
suspicious of these kinds of relationships. They don't 
understand what give-ups are. They »,uld fecl that, I 


am absolutely certair, they would feel that something was 
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3 | this elaborate business of rebating commissions was some 
1 kind of device through which somebody was going to take 


5 a little bit of cream. 


| 
2 il going on here that didn't quite meet the eye and that 
6 9) That is, it could not be explained to the share- 
‘ holders or the public that the give-up would be credited 
100 per cent against the advisory fee, that nothing vas | 
sticking in the pocket of Eberstadt, and the whole benefit | 
was going to the func? | 
i | A The public had never received give-ups. They | 
did not understand what give-ups are. Give-ups are a 
| nasty word in most of their minds. And it would be extra- 
ordinarily difficult, if not impossible, to take them through 
the step by step process by which this was accomplished. 
| Q It could not -- 
| A Under those circumstances it would clearly, in 
my judgment, impair the credibility of the fund to try to 
get into the detailed elaboration of this kind of an 
arrangement to people to whom it was totally incomprehen- 
) sible and totally foreign to their experience, 
QO That is, the shareholders would never understand 
that the give-ups were being arranged for their benefit 


7 


sy They would ‘ave grave difficulty in believing 


| 
| 
} 
| 
] and that they were not being cheated? 
| 
| 
| 
| 
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that there wasn't something ming on here that did not 


meet the eye, 


Murray-Cross 
Q But the shareholders could understand the 


statement in the prospectuses about allocations for sales 


and allocation for services? That was relatively simple, 
wasn't it? 


A Not really very simple or clear to them, but 


was one of the things that was required that you try to 
make an estimate of. So it was an effort. I am sure 
not many of them could understand what this was all 
about. 

Q And the last item you mentioned that would 
inhibit allocation of execution commissions to Eberstadt 
was the fact that fixed rates were not there to stay 
and, in fact, negotiated rates started in 1971. We have 
already covered that. And though you mentioned it last 
in order, I guess we anticipated it ir vour earlier 
answers. So much for give-ups. 

Now I have a few other questions, Professor. 


You testified that you and your other directors, 


including the outside unaffiliated independent directors 


received a copy of the opinion of Judge Bailey Aldrich in 
Moses versus Bergen? 


A That is correct. 


Q And you read it? 


A Yes, sir. 


i) 
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Q And you read that part that said that if 
recapture is freely available to the Fund the directors 


have no choice but to recapture? 


A I read that statement, yes. 
Q Having read it what did you do about it? 
A We had that discussion when we dealt with the 


question of whether that conclusion was applicable to the 
circumstances of Chemical Fund. We satisfied ourselves 
that it was not applicable and we affirmed our position. 

Q Well, that decision was June 4, 1971, by which 
time give-ups were no longer possible, were they? 

A That is correct. 

Q So you direct7d your attention solely to the 
possibility of other methods of recapture, methods other 


than sending give-ups to Eberstadt and credited? 


A Yes. 

Q It was no longer feasible to consider give-ups? 
A That is correct. 

Q Did you give any consideration to whether or not 


the Fund should assert a claim against M. & D. or 
Eberstadt for the failure to recapture during the pre- 


December 5, 1968 period? 


MR. SCHWARTZ: I object to that I can see 


no possible relevance to this case. 


u 
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THE COURT: Whether they considered it or not? 
MR. SCHREIBER: I will withdraw the question. 
THE COURT: Whether they considered it or not 


’ 


they didn't do it. | 
MR. SCHREIBER: The fact is they didn't do it. 
I am content with that. 
Q Your a -tention was focused On other methods 
of recapture? Did you consider the method of 
preferred rate non-membership on recional exchances ? 
A Yes. 


Q Did you consider recapture through directing 


executing commi sions to Eberstadt? 


A Yes. 

Q Qnd you adhered to the prior practice? 

A Yes. 

Q For the reasons that you enumerated? 

A Yes. | 


MR. SCHREIBER: May I just have a moment to 


consult my notes, your Honor. 


Q Professor, you said that if brokerage execu- 
tions were allocated to Eberstadt there would be a suspicion 
of churning or overtrading portfolio securities to generate 


larger commissions? Is that correct? 


A That is correct. 
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Q Did that same fear of being suspected of churn- 
ing arise because M. & PD. was using either allocation of 


commissions or give-ups to motivate sales or research 


services rendered to M. & D.? 


Is my question not clear? 


A It is not clear. Let me either have it back 


Q Let me try it again. 
M. & D. was using sive-ups during the give-un 


period to provide additional incentive to brokers who sold 


Fund shares? Is that not correct? 
A That is correct. 
Q And to provide additional incentive to brokers 


who gave research services to M. & D.? 
A That is correct. 
@) Now, the more portfolio transactions there were 


in this '65-'68 perioc, the more give-ups there could be 


and more dollars directed to people who sold Fund shares 


or provided research to M. & D.? Is that not correct? 
A Yes. ow I see your question. 
Q Now my question is, since that would have 


provided more dollars, that is, greater transactions 
would have provided more dollars, was it ever suspected 


that M. & D. was churning the portfolio of the Fund to 


tr 
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provide more dollars through give-vups? 

A No, it was not. 

Q But if Eberstadt had been the commission broker 
it would have been suspected of that? 

A Yes, indeed it would have. 

Q Would your answer be the same, sir, if Eberstadt 
were the executing broker and agreed to turn over a 
proportion of its profits as a credit against the advisory 
fee? 

My answer would be the same. 

Q After Judge Aldrich's decision in Moses against 
Bergen in 1971, you, Governor Driscoll and Mr. Fox were 
appointed a subcommittee to review allocations in the 


light of Moses versus Bergen? 


A Yes. 
Q What did you do in connection with that review? 
A We got together before or after board meetinas 


to discuss the issues that had been raised and to obtain 


additional pieces of information from the manager. 


Q That was Mr. Porter? 
A Mr. Porter, yes. 
Q You asked Mr. Porter *o get some additional 


information. 


A Yes. 


a 
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@) Did you get any additiona: information inde- 


pendently on your own or did you do it all through Mr. 


Porter? 
A No, because I was reqularly involved in these 
questions in many ways and with my faculty olleagues I 


had additional sources of information of my own. 

Q That is, your talked with some ofyour close 
friends, I believe, as you testified at the deposition? 

A. I also served on a special committee of trustees 
of CREF to consider this issue from the standpoint of 
CREF might do in this a-ea. 

Q At page 237 of your deposition you say: 

"I talked to my close friends and colleagues.” 


You mentioned Professor Ro»wbins and Professor 


Werner. 
A At Columbia. 
Q You gave us their background. Now, did you do 


anything other than talk to these people and ask Mr. 
Porter to dig up the relevant information? 

A I mentioned the sessions I had at CREF in 
which I had the benefit of other legal counsel for that 
organization and the field work which had been done by 


the staff at CREF. 


Q Mr. Porter made a report to the com .2e 
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which is here, 77 in evidence. I will be glad to show | 
tt to you,. six. | 
MR. SCHWARTZ: Dr. Murray would not know what 


Exhibit 77 is. 


MR. SCHREIBER: I will be glad to show it to | 
him. 
Q Here it is, Professor. 
A Yes, that is the one. 
Q Was there any other written report other than 


77 to that committee? | 


A Not that I recall. 
Q Just Mr. Porter's report? 
A Written report. There was, of course, in 


the material for the annual review of the manager and dis- | 

tribution agreement there were further reports on this 

topic, but if you refer specifically to a memorandum to 

this specific special subcommittee, I think this is the 

only — that I recall. | 
Q Now, that zeport that you have before you, 

which is Exhibit 77, at page 1 it says that management is | 

reviewing with the New York Stock Exchange whether recap- 

ture is permissible? | 
A Yes. | 


Q ‘ Who did that review with the New York Stock 
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ae Exchange, do you know? 


3 || A That was Mr. Porter and it might h-ve been 

4 some additional members of the manager, but it was, I 

9 thought, my recollection is, Mr. Porter primarily. 
6 9) But no unaffiliated directors met with the New | 


York Stock Exchange? 


; A Not in connection with the Chemical Fund. 

. Q We are only talking of the Chemical Fund, 

lo | Professor? 

i A Right. 

le Q Do you know whether Mr. Porter was told by the | 

3 | New York Stock Exchange that recapture through allocation 

14 of execution commissions to Eberstadt was permissible within 

to the rules of the New York Stock Exchance? 

| A I do not know whether he was ever told that. 

7 | Q Do you know whether he explored any poss- 

18 ibility of recapture through preferred rate non-membership 

19 | on the Pacific Coast Exchange? | 
| 

20 } A Yes, I know that he did that. 
1} 

21 | Q What did he tell you about that? | 

2 f A He told us how it worked. | 
Ls 

3 | Q Did he tell you it could be done? | 
| 

“A A He told us that some other funds were doing it. | 


a Q Did he tell you that Chemical Fund could if it 


to 
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chose do it? 

A He probably did, but since we had decided not 
to, I was not really paying much attention to whether we 
could do it or not. 

Q That is in advance of his report ahout its 
doability or feasibility, you decided not to do it anyway? 
A I knew we did not want to do it because I 
knew it would damage our best execution. I saw how it 
operated and I knew perfectly well we were not going to 

do it and try to save some nickels and dimes at great 
expense to the Fund. 

Q Did Sullivan & Cromwell ever make a report to 
that committee in writing? 

A Not to my recollection. 

Q Did you consult with counsel with regard to 
this concept of recapture after Moses versus Bergen? 

A Yes. 

Q Did any other members of the executive com- 
mittee consult with counsel, of the independent committee, 
I'm talking about? 

A I presume so, because we had counsel present 
for some of our discussions of this whole matter. 

Q Did you ever satisfy yourself as to whether 


the rules of the New York Stock Exchange would permit 


ms Murray-cross 208 


recapture? 
A I did not. 
MR. SCHWARTZ: This is stipulated In the pre- 
trial order. I have been very patient. It is stipu- 
lated that it was permissible under the rules. I thought 


wa would obviate going through all this. 

MR. SCHREIBER: That is so, but counsel is 
relying on alleged business judgment, which we contend 
has nothing to do with this situation, and if business 
judgment be deemed by the Court to be relevant, which I 
submit it is not, I want to see the kind of business judg- 
ment that was exercised. It is only for that reason 
that I ask this question, for I know what is stated in the 
stipulations of fact as to whether or not the rules permit 
recapture. I have read it. 

Q My question, Professor, was did you satisfy 
yourself as to whether recapture under the New York Stock 
Exchange rules was permitted? 

A I did not bother to do so. 

THE COURT: Dr. Murray, while Mr. Schreiber 
is looking for some exhibit, 1 want to be sure I under- 
stand the purport of your testimony. Were you so 
convinced that the giving of the execution contract to 


Eberstadt and obtaining give-ups fromthem would be so 


to 


> | 


15 
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disadvantageous for the various reasons that you set out 
that you would not do so, unless you were convinced that 
you were compelled to do it by some rule or regulation of 
law? That is what x glean from your testimony? Is 


that correct? 


THE WITNESS: That is precisely an accurate 
statement, sir. I think that exactly follows the thread 
of what I have been trying to sav, and that is the reason 


why, for example, I was not interested in pursuing some 
of these avenues, because I had decided no matter what the 
avenue permitted, we should not do it in this Fund. 

Q Professor, I show you Exhibit 14, which is the 
April 29, 1968 prospectus and call your attention to page 
8 where it is said that $61,000 was allocated to dealers, 
representing approximate value to dealers who had provided 


statistical ane research information to the manager, and 


it continues on to say: 
"The manager has informed the Fund that these 
services do not reduce the expense of the manager 
by a material amount. ' 
Did you see this prospectus in draft before it 
was finally printed? 
A Yes. 


Q And approved it? 


| 
| 
| 
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A I approved it. 
| 
3 , | 
Q You saw it thereafter? 
| 
4 |j 
| A Yes. 
r Q In the shape in which it is before you? 
6 | P 
| A Yes, sir. 
| 
Q Tell us what you understood by the phrase 


"approximate value"? 


9 | 
| A This is an estimate made by the officers of the 


manager of 2 factor in the allocation of commisions. | 


H It is an estimate on their part, on that I happen to | 


2 | 
i believe personally represents an understatement, but that | 
iS 4h : ee 
} would only be an expression of opinion, and I do not have 
14 || , 
anything more than a general impression to support that 
15 || ree se tae te ; 
F opinion. But the responsibility was to sit down and 
16 iI : sree 2 : 
i make an estimate on-a matter very difficult to define, and | 
17 || 
I could understcnd the difficulty, because I know that aaa 
18 |] ; 
H the Fund has been dealing with a particular broker, they 
| | 
19 ‘ : : , 
| are dealing with him because they get the best execution, | 
2 |] a. : 
| because there is investment information, because services | 
” | H 
21 t are performed, and in these days because they were dis~ 
) 
| tributing shares of the Fund and it would be very difficult 
23 , ; (oer , 
| for anyone to say with any kind of precision that a certain 
i 
2A ; : f : , ; | 
, proportion of the commission business given to this house | 
2 | : F 
a was for each one of these particular services, so I under- 
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stood when I saw this in draft anc when I appreved it 
: , 


3 that this represented an approximate value, rather than a 
4 precise calculation. 
. | Q Can you tell me what approximate value means 
\ 
6 || 
| to you? 
‘ | MR. SCHWARTZ: That has been asked and answered. | 
8 | ; 
MR. SCHREIBER: He answered a lot of things 
9 P 
| rather than approximate value. 
10 | : - F | 
| Q That meant the worth of the research provided 
1 | 
approximately? 
12 i} 
~ il A Not necessarily the worth, but the amount 
| 
13 | 
| awarded. It meant somewhere between 50 and 150,000 
14 | 
| dollars. 
15 | ' . 
Q It meant $61,000? 
16 | ; 
i| A It meant that this was an approximate value. 
7 || 
, Q It meant there was $61,000 worth of brokerage 
lt commission given for the research provided? | 
19 A More times than not it was not giving it 
* | prospectively, it was evaluating commissions given and | 
21 - 
trying to unravel the factors that had made those past 
| | 
22 || , , | 
H determinations. 
3 | 
Q I'm trying to see there was any value to this | 
i ; 
research. Was there, Professor? 
95 || 
| A Indeed, there wa. | 
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- Q And the approximate value stated there was 
$61,000? | 
4 A The value to the Fund was many times $61,000. 

5 C That is, they jot a bargain, but .that is what 

° || they paid for it? 

7 A They got a bargain, and the reason why they 
r got a bargain is they were also ergaging in executions with 

9 he: ; 

many of the same firms. 
10 Q Approximately $61,009, unless that statement 
2 is wrong, was the allocation for resarch? 
< A That was assiqned to it. The benefit to the 
18 Fund was very substantially greater than $61,000. 
M Q I'm afraid my only question to you, Professor, 
IS haa to do with what it said there, the proximate falue 
le | Saassigned to it was $61,000? 
A Yes, that is what it says- 
8 || Q Now, it said that it did not materially diminish 
| 
19 the expense to M. & NP. Can you tell me what that meant 
2» || to you? 
Zi A What that meant to me? That these services | 
| 

2 | and the kinds of information obtained enhanced the quality 
23 | of analytical effort. and did not relieve M. & D. of work 
24 || on its own. The contribution to the Fund's performance | 


) ‘| obtained by these brokerage allocations went to the 


to 


ur 


sn 
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enhancement of the quality of investment decision making 


and not to relieving M. & D. of man hours of analytical 


effort. 


THE COURT: Didn't Dr. Murray answer that ques- : 


tion quite fully earlier on in your examination? He has 


told us why. 


MR. SCHREIBER: I have no further questions, 


Professor. 

Thank you. 

THE COURT: Anything further, Mr. Schwartz? ! 

MR. SCHWARTZ: No, your Honor. 

THE COURT: Thank vou, Doctor. 

(Witness excused.) 

THF COURT: Do you have another witness avail- | 
able? ! 

MR. SCHWARTZ: Yes. Could I have five | 
minutes? 


THE COURT: Ye 


(Short recess.) 


3 


Ww 


BERTRAR D ZS a called as a witness on 


behalf of the defendants, being first duly sworn, 
testified as follows: 
DIRECT EXAMINATION 


BY MR. SCHWARTZ: 


Q Dr. Fox, is it correct that since 1970 you have 


been a member of the board or directors of the Chemical 


Fund? 
A That is correct. 
2) What is your present occupation? 
A I am a part-time management consultant. 


L have just retired as a member of the faculty of the 
Harvard Business School. 

Q What position did you hold on the faculty of 
the Harvard Business School? 

A My last appointment was the Jacob H. Schiffman, 
Professor of Investment Banking. 

0 How long had you been a member of the Harvard 
Graduate School of Business -- it was the Graduate School 
of Business you're talking about? 

A Correct. For 25 years. 

Q Did you have any research function at the 


Graduate School of Business at l!larvard? 


A T was the « rchor of research at the school] 


on 


2A 
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for 15 years, from 1953 to 1968. 


Q Before joining the Harvard faculty had you 
taught economics at Williams Colleae? 

A I had. 

Q What were the areas of your interest during the 


years on the Harvard faculty? 
A Mainly in the field of finance, and specific- 
ally in later years, investment banking, and before that 


in broad economic factors affecting business decisions. 


Q Have —oo in Gcvernment service? 

A Yes, J have. 

Q Can you describe it briefly? 

A My service was full-time during the war, and 


preceding the war I went down to Washington in 1940 and 
stayed until a few moinths after VJ Day, and since then 1 
have been on a variety of part~’ ime assignments relating 
to the mobilization efforts and preparedness efforts of 


the Government. 


Q Have you written in the area of finance and 


investment banking? 


A Yes, a few articles, but nothing of any major 


importance. 


Q Dr. Fox, when did you first become aware, re 


you ever did become aware, that it would be possible for 
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the Fund to use F. Eberstadt & Comnany as executing broker 
and consistent with the rules of: the New York Stock 
Exchange to offset some part of those commissions against 
the management fee? 

A The answer to the question specifically to the 
Chemical Fund, it was some time in the middle of 1970. 
I had been aware of it before that in connection with my 
being a director of the Eberstadt Fund. 

Q How often during your tenure as a director of 
the Fund was there pin cia ainin among the board of directors 
about utilizing Eberstadt as a broxer for the purpose of 
recapture? 


THE COURT: How long had you been on the Fund, 


Doctor? 
THE WITNESS: I became a member of the board 


of the board of directors at the April, 1970 meeting cf 


the stockholders. 


THE COURT: You have been on the board since 


then? 
THE WITNESS: Yes, J have, sir. 
Q How often has the subject been discussed since 
that time? 
A At least once a year, and in some years more 


When I say at least once a 


often than once a yeur. 
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year, it has always been a part of the consideration of 
the unaffiliated directors of the Fund in their review of 
the management and distribution agreement and in a report, 
a written report, of a subcommittee of the unaffiliated 
directors to the rest of the unaffiliated directors in 
relation to this. 

Q In your years as a director is there at least 
one written report each year covering the subject of 
recapture? 

A Yes, sir. 

Q Who is it that determines the Chemical Fund 
policy with respect to brokerage? 

A The board of directors. 

Q Could you state to the Court briefly in 
general terms what is the firm's brokerage policy and what 
has it been since you became a director in 1970? 

A Two elements have been constant throughout that 
period. One is that all brokerage should be allocated 
in such a way ss to get the best price and execution in 
connection with brokerage transactions, and the second is 
that no part of the brokerage arising from the Fund is to 
be allocated to the parent firm fF. Eberstad« & Com any, 
Inc. 


Anotner one stated conscant is the possibil- 
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ity of using brokerate to obtain research ideas, invest- 
3 ‘| ment ideas from other brokerage houses, and one which was 
' | changed during the period for the eerly years, brokerage 
was allocated to some extent to get, or, rather, to reward l 
6 | those brokers who were doina the best selling job of the 


e Fund, but in later years that was ruled out by the SEC, and 


° | I think from that time on the policy of the board was that 
| sales of the Fund shares should be neither a qualifying | 
| 
10 or disqualifying element as to allocation of brokerage. 
gz i | Q Let me isolate, if I may, one aspect of the | 
i ' 
1 - | Fund's brokerage policy as you just stated it, that aspect 


being there should be no prokerage executions through 


M Eberstadt. Was this a dec*‘sion which you as a director | 
15 of the Fund participated in? | 
‘ 6 | A It was. 
i 
7 12) What was your view on the subject? 
8 | A Probably <he most important reason in my mind 
19 | was that I thought that 311 investment decisions should be 
0 H made for the Fund witnou’ any possibility of being J 
21 infilucnced by the possibility of obtaining additional ) 
| 
= ! brokerage revenue. I wanted a complete separation of 
er 2 | the investment function, the brokerage function. l 
| 
2 I wantec no possibility of being accused or of the Fund 
% | being accused of churning the portfolio to generate ! 
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additional brokerage. And although it is my strong 
belief that the officers of the Fund have the same view in 
this respect, I wanted to make sure that there was no 
possibility of it and that the public understood that there 
was no possibility of it, so the reputation of the Fund 
would be clear in this respect. 

Second, I don't think that the Eberstadt firm 
by itself could obtain the best execution and price for all 
of its transactions. — It probably would be able to for 
some, but many other firms are a good deal more expert in 
particular securities, follow them, are able to get better 
execution in price than the Eberstadt firm in several kinds 
of transactions. 

Third, I think you sacrificed the opportunity 
to supplement your own research through the research ideas 
of others which you can obtain through the allocation 
of brokerage. 

And, fourth, you sacrifice the possibility of 
getting or giving additional incentive for sales of the 
Fund shares. 

Those are my four reasons. The most 
important in my mind is No. l. 

Q The apparent conflict of interest? 


A The apparent conflict of interest. 


tht 


a 
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Q Did you give any consideration when these 


= 


matters were being discussed to expected changes in the 


structure of the securities markets? 

A Yes. There were many discussions of that, | 
especially the possible impact in the future of the change | 
in the commission structure, the various recommendations 
that grew out of the Martin report as to the change in the 
character of the securities business, various pending 
legislation in the Congress relating to the changes in the 
structure of the securities markets, the development of 
a few central markets, and so on and so on. There were 
a variety of things which were in the air and which were 
discussed at various times by the directors. 

Q Let me ask for a moment about the Martin report | 
which is in evidence. 

Is it correct that one of the recommendations | 
of that report was a report of the Board of Governors of 
the New York Stock Exchange that in the future member firms | 
of the Stock Exchange would not be permitted to act as | 


managers of an investment company? | 


A In essence, yes. My mer is that the | 
recommendation was that member firms which had a mutual 
fund affiliate should divorce themselves from or have that 


affiliate divorced from the brokerage firm, but it had the 


| 
! 
| 
| 
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same effect. 

Q What impact or what effect did that recommend- 
ation have upon your consideration of the Fund's brokerage 
policy? 

A It reinforced our judgment, because this is 
essentially the same judgment we had reached, that there 
should be a complete separation of the two. 

Q Have you ever heard a decision by the United 
States Court of Appeals, First Circuit Court, called 
Moses against Bergen? 

A Yes, I have. 


Q Did you read it at or about the time it was 


handed down? 


A I don't recall whether I read the entire 
decision in detail or not. I certainly read summaries 
of it and I was aware of the contents. I don't recall 


whether I read it in detail. 


Q Who advised you of the fact that the decision 


had been handed down? 


A I think it was the management of the Fund, 
M. & D. 
Q Were you a member of the subcommittee of the 


board of directors charged with reconsidering brokerage 


nolicy in light of Moses against Bergen? 


Fox-direct 


to 


If my memory is correct, 


tree-man subcommittee appointed in June, I think it was, 


A goed recollection, 
What was the conclusion of the committee after 
deliberations? 

I don't think the committee ever made a formal 
written report. The committee, if my memory is correct, 
represented a kind of combination of two separate com- 

one of which was the committee to review the 
management agreement of the Eberstadt Fund, and there was 
and the other subdcommittee, which 


Roger Murray and myself, 


had a similar function for the Chemical Fund, consisted of 


Roger Murray and Alfred Driscoll, so that these two 


committees, were put together for this purpose. 


Somewhere late in the summer of 1971 various 


developments were taking place in Washington, the SEC, and 


both tte Senate and the House Subcomittee relating to 


rokerage and allocation of brokerage and changes in the 
cwmission structure, and I know the management of the 
Fund recom;.nded to the board that no chanqes he made in 
our systein of allocating brokerage until we saw more 


clearly what the results were of these activities going 


on in Washington. The board concurred in this recommend- 


| 
| 


| 


l 
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2 ation, although in the next month Roger Murray and I as 
3 a subcommittee for the Eberstadt Fund came out with 
4 explicit recommendations that we continue our policy of not 
5 | having any brokerage allocated to the Eberstadt Fund and -- 
6 
7 | 
8 | 
9 || 
10 | 
| ll 
12 | 
13 | 
14 | 
15 | 
16 
17 


a i a i So a Se 
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Q To the Eberstadt firm? 
A To the Eberstadt firm. Excuse me. And that we 


| 
| 
| 
get an amendment to the charter of the fund to make euntiath 


that the power to determine brokerage allocation policy 
be a power of the board of directors. And we made that 
recommendation to the ‘board, and this did take place 
at the meetings of the fund Shareholders in early 1972, 
Q This is Chemical Fund sharcholders? 
A Chemical Fund shareholders. And earlier than that; 
the Eberstadt fund, | 


Q Could you describe, please, the legislative 


developments which you considered? you enumerated them 


| 
before. | 


A There was a report of the SFC to two subcommittees 
of Congress, one the House and one the Senate. The Moss 
Committee in the House and the Williams Committee in the 


Senate -- I have forgotten the technical names of them -- 
| 
giving the SEC recommendations following, oh, a seven or 


eight-year investigation that they had been making of the 
investment fund industry, and then I knew of hearings which 


had been taking place on both the Moss Committee and the 


and proposed legislation by the Williams Committee relating 


to brokerage. 


1 
| 
| 
| 
Williams Committee, and a report of the Williams Committee | 


224 


| 
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Cross 

Q Well, what aspects of that legislation particukrly | 


concerned you? 
A The one very, very explicit one related to the 
possible institutional membership on the New York Stock 


Exchange, and I think it had the stipulation in it that 


if *»-_itutions investment institutions were allowed to 


become members, they should not be allowed to do any brokeraq> 
| 


! 


for their own account. 


So that's the separation, the same kind of 

‘ | 

separation that we advocated and adhered to in Chemical Fund. 
| 
| 
MR. SCHWARTZ: I have no further questions. 


MR. SCHREIBER: May I have just a moment to consult? 


CROSS EXAMINATION 


BY MR, SCHREIBER: 
Q Dr. Fox, I believe you testified that you came 
On the board of the fund in April of 1970, 


| 
A That's correct, | 


Q Of course, you had nothing to do with give-ups? 
A That is correct, 


| 
MR. SCHREIBER: No further questions. 
MR. SCHWARTZ: I have no further questions, | 
(Witness excused.) 
MR’. SCHWARTZ: Your Honor, rather than put on eight 


| 
other unaffiliated directors, whose testimony will be almost | 


mph3 


2 the same as the two that you have heard, the defense rests. | 
| 

3 If Mr. Schreiber wishes to put on Mr. Dorsett 

4 in rebuttal, another ou side director, I will do my best | 
HI 

5 | to make him available tomorrow afternoon o.: Thursday afternoon, 

6 i I willknow tomorrow morning whether I cm get him at that | 

7 time. | 

8 THE COURT: I will not he able to hear this , 
| : 

9 | matter until 3 o'clock, in any event. We can go on tomorrow. 

10 || at that time. 

11 MR. SCHWARTZ: Tf Mr. Schreiber wants Mr. Dorsett 

2 at 3 o'clock tomorrow, I will try to produce him. I can't 

13 be sure. If not tomorrow, it will be Thursday. , 

| 

” MR. SCRREIBER: If your Honor would prefer to 

15 have it Thursday, it is equally convenient for me. . 

6 THE COURT: Well, I am here, anyway. | 

MR. SCHREIBER: Yes. You have to go to work, anyway. 

18 


THE COURT: I will be available as of 3 o'clock, 

MR. SCHWARTZ: Why don't we put it down for 3 sis 
2 tomorrow, and if Mr. Dorsett for some reason finds it im- 
| 
! 
| 


possible to come, we can set it dovm for Thursday. 


THE COURT: Is that going to be the extent of y ur 


23 
rebuttal? 


MR. SCHREIBER: That's right, sir. : 


ys) ? 
| THE COURT: Then it is contemplated that this case 


: ¢ = 
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will be over by Thursday? 

MR. SCHREIBER: Much to our Surprise, we do so 
contemplate. 

I gather the it is not unpleasant news to the 
Court, 

THE COURT: It is not. As a matter of fact, I want 
to congratulate you and Mr. Schwartz, except that I gather 
I have to go to work on some 160 exhibits. 

MR. SCHWARTZ: I Suspect that your Honor will not 
pause long over the great bulk of them. 

MR. SCHREIBER: I expect that is true, 

THE COURT: 2l1l right. We will adjourn, then, and 


you will let me know tomorrow morning. 


(Adjourned to December 18,1974, at 3 P.M.) 
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Name D ect & ss Redirs Recross 


Robert G. 
(Resumed) 


Robert M. Maynard 


Robert F. Murray 


mps 
SUSAN TANNERBAUM 


vs. 71 Civil 2104 


ROBERT C. ZELLER et al. 


New York, December 18, 1974; 
3.90 o'clock p. Mm. 


(Trial resumed.) 


THE COURT: Mr. Schreiber, you may proceed. 


MR. SCHREIBER: Yes, your lionor. 


I call Mr. Dorsett. 


BURT DOR . called as a witness by 
plaintit{ in retuttal, het first duly sworn, 
testified as follows: 

DIRECT EXAMINATION 

BY MR. SCHREIBER: 

Q Mr. Dorsett, will you sta-e your age for the 


record? 


A I am 44. 


Q You have been a director of the Fund since 


5 
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1} 
a4 . QO Will you tell the Court your educational back- 
I 
3 || ground? 
i 
4 || A Grammar school, high school, Dartmouth College 
S| and an M.8.A. from Harvard University. School of Busines-. 
6 | Q After the School of business at Harvard, what 
| 
7 did you do? 
ae | . A I went to work for Booz, hllen, Hamilton in 


New York, a consulting firm. 


1e | Q And how long did you stay with them? 
i A Almost three years or three and a quarter years. 
12 | something like that. 
| 
13 | 9 When did that period end? 
4 | A March of 1962. 
15 | Q What did you do after March of i962? 
16 A I went to work for the University of Rochester. 
7 ! Q How lonq did you remain with the University of 
3 Rochester? 
19 | A Approximateiy eight years, until %tcbher of : 
se 20 || 1970. 
v j 
21 Q In what capacity? 
+ 
22 A I went down there as an investment officer -- 
23 | I believe that was my title -- manaving the University of 
' 24 | Rochester's endowment. 
25 | Q Did your title change until you lett, in October | 


: a | , 
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1 
2 | 
| of 1970? 
’ A fes; did. I became the vice-president for 
ie | 
investments. 
5 | ; a > 
Q Was that the office you held when you left? 
6 | 
A Yes. 
+. Q How did ycu come to leave the University of | 
oo 
Rochester? 
9 || . 
i A Well, I was a trustee of the Pot lA... Che 
10 | - ; eee : : 
College Retirement Fquitiecs Fund, and was on the ed hoe 
i 
hh | ; or 
committee, where we decidea to restricture the organize. ion 
12 ] 
for College Retirement: Equity fund, and in “ie process 
2 4 ; ; ’ ook 
doing the restructuring I got quite interested an the _%vs 
14 | ' ; , f ae 
that were opening up there directiy ana was asked it I 
| 
15 || , ; DR : 
wouldn't come down and manage the College Retirement Equities 
16 | 


Hy Fund. 


What is your present position? 


18 ; eA 
|| A Executive vice-president, College Retirement 
! 


Equities Fund. 


2 . 
~ Q How did you come to become a irector of tre 


Chemical Fund? 


\ A I really can't answer thet. I can only 


answer in terms of what I know, which was that I knew most 


of the people at Eberstadt, particularly Bert Eberstadt 


25 
and Peter Cannell, and ! just get to know Pim guite well, 


ie Se Ue a ee ll a _ ee ee eee eee eee 
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2 : : =e 4 ‘ 
and my boss at the University of Rochester was a director 
3 ; : ‘ : ? F 
| of the Chemical Fund. I believe it was in 1964, he 
| ° > . 
4 || could no longer serve on the Chemical Fund Board -- I'm 
ro not sure of the date, but it’s around that time, I thirk -- 
eG , 
because he was then going to ' > serving on the trust com- 
‘ | mittee of the First Nationa? City Bank, and he could not 
at 
& 
Hi carry those two positions at the same lecally, so after he 
| si ens : 
| went off the board I was asked it I would care to join in 
10 | 
ah his place. 
| Q Who asked you that? 
12 . ; 
A I believe it was bert Eberstadt. 
! . 
to) 
3 i Q And you accepted and hecame a <irector? 
14 || 
i} A Yes. 
1 
16 | 
i} 
Hi 
17 | 
1s 
19 jj H 
i} 
iH} 
| 
| an 
a | 
i 
99 | 
22 | 
| 
» | 
1} 
2A \ | 
1 
25 
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Q During your period of service as dir ctor of 


the fund have you served on anv of its committees? 
y ; 


A Yes, 
Q Which? 
A The portfolio cammittee, I belicve, almost since 


the time I went down. There might have been a slinet delay 


getting on the porttulio committee. Perhaps these was 


a delay of one year. And I served on the audit committer 


which was set up in about 1969, I believe. I'm not quite 


sure, ‘68 or '69, I served on that committee for about three 


years, I believe, 


18] Any other committee? 

A I'm trying to think if there is another committne. 

Q I was about to ask that. I don't know of aay. l 
Do you? 

A I don't know of any. 

Q You are what is termed an unaffiliated director? | 

A Disinterested director, unaffiliated, yes. | 

Q What proportion of your time do you spend on the 


affairs of the fund? 


A Well, I would imagine it would run maybe ten hours 


a month roughly. sometimes a little more, sometimes less. 


Q Would .:u say you spend as much time on the affairs 


of the fund as any of the unaffiliated directors? 


19 


21 
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A T wovld say I probably spend more time on the 


fund than most of the unaffiliated directors, 


Q Are there any of tho unaffiliated directers whom 
offhand you would say spend more time than you? 
MR. SCHWARTZ: I object to that. It is not within 

his testimonial capavity. 


THE COURT: Objection sustained 


e ' 


Q As an unaffiliated director. Mr. Dorsett, do van 


endeavor to be fully cvare of whav is going on at the fund? 


A L try to: bes 

Q DO you «wm any stock in the fund? 

A ves. 

Q How many shares? 

A I think somewhere under 600 -- 596, something like 
that. 

Q DO you have any notion of the current market worth | 


of the shares of share? 


A Yes, I believe it's around $7 a share, so that 


would be roughly $4,200. 


Q This is not your largest personal investment, is it; 


‘ 


MR. SCHWARTZ: I object to that. It is irrelevant, | 


no part of the rebuttal case. 


| 


THE COURT: Objection sustained. 


Since you have testifird at your deposition in 
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this action on September 11, 1974, have you had occasicr 


to read the transcript of your testimony? 


A Yes. 

Q Have you discussed veur earlier testimony ith 
anyone? 

A No, I don't »relieve so. Idid mention that I 


thought there were a couple of things that were wrong in 
it and so mentioned it to my attorney. 


Q You discussed it with your attor .y? 


A Just those couple of thin. - 


Q That you thought were wroi,? 
A Yes. 
Q Would you like to check them? Do you recall what 


they were? 

A I recall what one was. It had to 0% with my 
compensation at the fund. 

Q I think at the time of your deposition you stated 
that you: thought your compensation was either a quarterly 
or an annuai payment of $2750? Is that correct? 


AK Yes. 


Q I think that appears at pages 326-7 of your 
testimony. 


Do you now recall what the proper amount is? 


aA Well, I believe I was given you what the compenation 


to 
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was back when I first went On the board. our compensation 


has now been Changed # of, I guess, last year, and as of 


now the compensation is $4560 per year, as a stipend, r 


gue » OF something like thet, and $200 per meeting for 


the fund itself. Anda then the portfolio committes is $3,000 


@ year and $100 a meeting as of some time last year. 


Q Are you now on the portfolio committee? 

A Yee. 

Q So that your base compensation is $4,500 as a 
director? 

A Right. 


Q $3,000 as a member 5f the portfolio committee? 


A Right. 


Q Plus $200 for attencance at each meeting as 


a @irector? 


A Yes, 

Q How about each meeting of the porfolio committee? 

A $100, 

Q Does the audit committee receive separate compensa~ 
tion? 

A Yes, 


but I am not a member of the audit committee 
and I don't know what they get paid, 


Q Is there anything else you want to correct that 


you can think of offhand? 


os w w cased 


on 


a. 8S BS 


235 


mmh5 Dorsett-direct 
MR. SCHWARTZ: You have been given the changes 


in the transcript. 


MR. SCHREIBER: I don't mean typographical cor- 
rections. 
Q Is there anything of substance? 
A I don't think so, 
Q During the 1965-68 period do you recall whether 
or not customer directed give-ups were used by the fund? 
A Customer directed give-u_ 


Q Do you know the meaning of the phrase customer 


directed give-ups? 


A I would like you to repeat what the meaning is. 

Q Have you heard the phrase before? 

A Yes. 

Q Would you tell me your understanding of the meaning, 


of customer directed give-ups? 
A I beliewy it is when you give an order to a 
broker and demand that he give certain portions of that 


commission over to other brokers. 


Q Would those other brokers be people who do or do 


not participate in the execution of the transaction? 


A People who don't participate, although conceivably 


we could meet on the floor ir a prearranged fashion. 


THE COURT: Mr. Schreiber, I am redly not interested 


| 
| 
| 
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in a sort of abstract problem of Mr. Dorsett's knowledge 


or lack of knowledge. I think the issue is whether he knows , 


what the practice is. 

MR. SCHREIBER: Your Honor is absolutely correct. 
I merely asked that as a prelude to finding out whether or 
mot these customer give-ups were used by the fund during 
the period, 

THE COURT: You can ask it, 

MR. SCHREIBER: I only ask it so that we use the 
Same term meaning the same thing. 

Q With that meaning as you understood it, were 
customer directed give-ups used by the fund in the period 
1965 through 1968? 

A I don't know. 

THE COURT: The answer is you don't know. 


THE WITNESS: I don't know. 


Q Do you know whether in the 1965 through 1908 pericd; 


the fund was directing any of its execution business to 
Eberstadt and Company? 
A I know they were not. 
THE COURT: I understand Mr. Dorsett has been 
a director since 1966, 
MR. SCHREIBEP: That is correct, 


THE COURT: You're asking about something that 


| 
| 
| 
| 
} 
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he can only know by hearsay. 


MR. SCHREIPER: '65 through '68, sir, is my 


question. 


THE COURT: It seems to me it should be ‘66 to ‘68 


MR. SCHREIBER: I will Pinpoint it '66 through '68 


until December 5, 1968, 

Q Do you know whether the fund was using customer 
directed give-ups? 

A I don't know. 

MR. SCHREIBER: Thank you, your Honor, for the 
correction. 

Q In the period when you were on the board in 1966 
through to the present time do you know whether the fund 
directed any of its execution business to Eberstadt & 
Company? 

A I know they did not and have not. 

Q During that same period do you know whether the 


fund recaptured any commissions on portfdlio transactions 


through use of preferred rate non-memhership on the Pacific 


coast? 
A I know they did not ana have not, 
Q You are aware, and since youl are a member of the 


board have been aware, of the possibility of the recapture 


of commissions or portions of commissions on portfolio 
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2 ! transactions as a device tomduce the advisory fee? 
| 
3 | A I have been aware of it. I'm not sure that I 
4 || have been aware of it from the first day that I wert on 
5 || the board. But I was certainly aware of it some time in '67. 
6 || Perhaps I was aware of it all tt Ue » 
1} 
. 4 Q I show you Plaintiff's it::hibit 74, which is 
8 | fa Jmuary 9, 1967, memorandum to the board of the fund 
1 
9 | written by M &D and ask you if you received that docurent | 
10 || at or about the time it is dated? 
2 | A Yes, I uid. 
1} 
12 
i 
13 jj 
| 
} 
14 | 
; 
5 | 
| 
6 fj 
| 
7 | 
i 
18 || 
| 
19 | 
| 
20 | 
| 
21 
22 ‘ 
| 
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Q My question, sir, is, did you receive that 


document on or abovt January 9, 1967? 


A Yes; I did. 

Q And did you read it? 

A Yes. 

Q Did you read also the PPI report which is 


referred to in 74? 


A I may have read some parts of £% I certainly 
didn't read -- you are talkina about that report in your 
hand? 

Q Yes. Since I have it in my hand, I will show 


it to you, and I will mark it for identification. 

A I probably read some parts of it, but not the 
whole thing. 

Q You are certain you read some parts of it? 


A Some parts, yes. 


MR. SCHREIBER: Will you mark this as Plaintiff's 


Exhibit 162 for identification. 
(Plaintiff's Exhibit 162 was marked for 
identification.) 
Q I will call your attention, Mr. Dorsett, to 
your testimony at your deposition, September 11, 1974, at 
page 270: 


“6 Had you previously seen the PPI report 


Go 


on 
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of ‘:e SEC which Was isstéd ander date December 2, 1967?" 


That is the same document which I just showec 


you. 
"A Yes. I believe I did see that report. 
"9 Did you read it through? 
"A I probably did." 
You only read parts of it? 
A That's true. 
Q Did you read that part of it which is referred to 
at page 6 of 14? I quote the sentence: 


"The SEC apparently look with favor on the 


practice of using brokerage business on portfolio 


transactions to reuuce the cost of manayement." 


A 


Q 


A 


Q 


Yes. 
You did? 
Yes. 


Did you subscribe to the view that brokerage 


business should so be used? 


A 


Q 


A 


No. 
Why not? 


Well, I felt -- there was a lot of reasons. 


Certainly, you can start off by saying all the brokers -- 


all the brokerage business could have been transacted 


through F. Eberstadt & Company, as 1 so testified before 
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in the deposition. I did not agree with that kind of 
practice, that is Eberstadt should do any of the business -- 


I felt they should not do any of the business. 


Q You mean the business of executing portfolio 
transactions? , 

A Right. 

Q Now, will you be good enough to tell us why? 

A I just think it gets to be a conflict of 
interest. Particularly when you've yot so many conflicts 


of interest in our business, I think any one that can be 
avoidea should be avoided. I believe that's prchably 
the main reason. I had some others, such as I felt it 
would be debilitating to management, it would take their 
foc us of a true shareholder, somewhat taken them out of 
focus. Our primary interest is doing the best job for 
the shareholders 

Q Take the shareholder out of focus? 

A That means an appearance -- yes. The share- 
holders should come first. 

Q Was there any other reason why you should not 
direct execution business to Eberstadt? You mentioned 
con flict of interest, debilitation of management. Any- 


thing else? 


A Con flict of interest -- !'m sure I probably 
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2 || could think of them if I had time, but that's adequate. 

3 I Q Is that all you can think of now? 

4 i A Yes. 

5 1 Q Those reasons continued down to date as reasons 
6 | why Eberstadt should not execute brokerate business for 


7 | the Fund; is that right? 


| 
3 | A Yes. 
9 Q And are those the reasons that compel you today 
10 | to feel that that should not be dene? 
il | A Yes. 
12 | Q Now, will you be good enough to tell me what 
| 
13 | you mean by conflict of interest? 
14 | A Churning the account, for one. 
15 Q Anything else? 
16 || A I think that's enough iss itself. 
Q It may or may not be, sir. I just want to 
18 |] know. 
19 Do you have any other aspect of conflict of 
20 interest other than churning of the account? 
21 H é None that I can think of right now. 
22 Q Now, you say it would be debilitating to 
23 | management. Can you tell me what you mean by that, sir? 
2A | A Here again, I think you ure -- it's somewhat 
25 | connected with the conflict of interest. You're worried 
I 
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more about how much money you can make on an account as 
opposed to really putting the shareholder first. You 
carry on a bunch of wash sales in the rund, for no reason 
at all, just for doing a lot of business. 

Q By “carry on wash sales", you mean they buy 
and sell the same security j' <= to generate commissions and 


make the broker rich? 


A Yes. 
Q Didn't you have a portfolio committee at 
Eberstadt that would have prevented that -- pardon me -- 


I mean a portfolio committee at the Fund that would have 
prevented that? 

A I don't believe the portfolio committee has 
ever got into the reviewing of commissions until the audit 
committee started doing it. 

Q You were a member of the »ortfolio committee 
for three years, I believe you said. 

* No. I have been a member of the portfolio com- 
mittee going on now eight years. 

Q Thank you for the correction. 

It was the audit committee on which you served 
for just three years?” 

A Yes. 


Q Now, on the portfolio committee, wouldn't you 
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| notice that there had been a purchase and sale of the 


3 same security, a wash sale? 


A I don't believe we would have noticed that -- 


an 


oh, a wash sale we would have. j 


a 


Q You would have. So there was no danger of | 


7 a wash sale as an item of debilitation of management that 


8 | you were talking about, because the portfolio committee 
9 | would have stopped that? 
10 A Maybe yes, maybe no, because you could still 
1] | wash -- you could obit have wash sales and generate a 
| 
12 | capital gains for your shareholders. 
13 | Q Do you mean -- 
14 A And that possibly could be justified. : 
15 H Q I see. But the fear that you had was that 
i! 
16 } wash sales that were not justifiable would be done in order | 
Mh I to increase the commissions of the executing broker, 
18 || Eberstadt if he were the executing broker? 
9 | A Yes. | 
20 Q That kind of thing would be stopped by the port- 
21 folio committee, wouldn't it? | 
. 2 || A That's really one thing. I was talking about 
23 churning the account. 
2A | Q We will get back to that. I am talking about 
25 | wash sales. There couldn't have been wash sales, because ! 
| 
\| 
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the portfolio committee -- 
A I just told you about wash sales that did take 
place. Why do you tell me it couldn't? I just told 


you that there could be. 


Q In order to realize a gain. 
A Yes. 
Q But there couldn't be a was sale just to 


generate commissions, because the portfolio committee would 
have taken care of that? 
A A wash sale for a capital gain is still for the 
interest of the shareholder. 
THE COURT: Mr. Dorsett, let me interrupt 
Assuming that sound business judgment and the 
exercise of sound business judgment is the critical point, 
isn't the issue whether or not the directors exercised 


that judgment in good faith? 


By hindsight we could find 


out that the judgment was based on something else. That ig 
| 


what I am trying to find out. 


All the witnesses have raised the point about 
conflict of interest. You have contested that. We are 
not getting anywhere on it, because it just reduces itself 
to argument, because the directors feel that they are 
correct, and what I am trying to find out is whether we 


are getting involved in that because they withheld their 


\ 


! 
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judgment and upon analysis if they exercised good faith 


that that would be sufficient. 


If that is not the issue that is going to control 


in this case, then we can disregard it. tt is: your 
contention that sound business judqment -- well, I am not 
going to cut you off, but it just seems to me that we 

are not getting anywhere, while you are getting Mr. Dorsett 
to in effect argue with you about the basis of his inten- 
tions. 

MR. SCHREIBER: Your Honor, I may sav that in 
my opinion, whether it involves give-ups in the 1965-to- 
1968 period, and certainly in that period, but even in the 
subsequent period, where it involved failure to directly 
allocate and recapture by giving commissions to Eberstadt, 
in neither period is business judqment a defense, the more 
so ii the give-up situation, possibly the less so since 
‘68. 

However, your Honor - may I approach the 
bench a. i discuss th’. vith the Court outside the hearing 
of the witness? 

THE COURT: All right, Mr. Schwartz. 


(At the bench:) 


MR. SCHREIBER: Should it be determined hy the 


Court that business judgment is a defense in any part for 
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any time spent, I think I can demonstrate throuch this 
witness his utter incapacity to exercise business judgment, 
because he was uninformed. 

THE COURT: All right. 

MR. SCHWARTZ: The documentary record which 
Mr. Schreiber himself put in shows that this man wrote and 
participated in the reports on recapture each year. 

MR. SCHREIBER: liis name was on the reports. 

THE COURT: I only hoped you would agree with 
me, but obviously if you t* nk it is important, it hasn't 
been that long a trial for me to cut you off, anyway. 

MR. SCHREIBER: Thank you, your Honor. 

(In open court:) 

Q Mr. Dorsett, getting back to this wash sale 
concept, just so you can straighten me out on it, you 
feared debilitating management because management might go 
through wash sales just to create commissions? 

MR. SCHWARTZ: I object to it. It is a mis- 
characterization of the witness' testimony and improper 
cross-examination. 

THE COURT: Rephrase your question, please, 
Mr. Schreiber. 

Q Mr. Dorsett, you told me what you feared about 


wash sales as debilitating management. 
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A You are really taking a very small piece out of 
what I totally said. I talked about total churning of 
the account. Then I mentioned wash sales. I believe 


that was the order in which I put them, and that's indicating, 


that that would have been wash sales. 
I am saying conceivably they could conjure up 
and the reason could be that they 


a reason for a wash sale, 


could get a capital gains and therefore do a little more 
commission business. 

Q But your real fear was churning of the account? 

A Churning of the account, conceivably. There 
are other things debilitating as well, such as execution. 
Just a simple execution, where you are going to get tie 
best execution which we are after for our shareholders, 
and I'm not going to indicate to you that Eberhardt & 
Company is the best executioner on every kind of sale in 
that portfolio. I can tell you they are not. 

Q Any other instance that you want to get to of 
debilitating management before we go back and examine them? 

A Yes. I think there are other reasons why we 
paid out our brokerage the way we did it, and that happens 
to be for research as well as by best execution. 

Q Qnything else besides research? 


A Sales. 


' 
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Q Anything else? 

A No. Not that I can think of. 

Q Statistical? 

A Perhaps, yes. 

Q Now, this here you had that using Eberstadt 


as the executing broker might lead to churning: Was that 
a view shared by the other unaffiliated directors? 

A I con't think it was a view that was -- that 
we were totally concerned that was going to happen. 
We just wanted to avoid any appearance or any impression 


that that might be happening. That is important to our 


Fund sales, and I believe in the spirit of doing things 


neat, clean, without any obligations internally. 


Q By using executing brokers other than Eberstadt, 


the Fund or its M. & D. manager was able to direct executions 


to brokers who rendered sales or research services? 


A I believe they could, up until 1968. Wasn't 


that when they did away with the commission -- I mean, the 


give-ups? 

Q Yes. That was in '68. 

A They did away with the give-ups. 

Q Did they direct give-ups prior to the end of 
1968? 

A I have told you, I don't know. 


~) 
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Q You don't know. You don't know anything 
about the direction prior to 1968? 

A No. 

Q Did they direct commissions on portfolio trans- 
actions, actual executions, at all times right on down to 
dete, to brokers whc helped with research? 

A yes. 


Q Did they direct commissicns to brokers who 


helped with sales at all times? 


A Yes. Not up to today. 

Q Until middle 1973? 

A Middle 1973. 

Q And you are aware of that practice? 

A Yes; I am. However, let me just qualify 
this. Providing it was based upon best execution. That 


was the number one priority. 
Q Now, with that reservation, that it was based 
upon best execution, was it useful -- 
MR. SCHREIBER: Strike that. 
Q Was that ability to direct brokerage to brokers 
who provided sales until '73 or research -- was that 4 


resource of M. & D.? 


MR. SCHWARTZ: I object to that. He is asking 


a legal conclusion of this witness. He is going into 


uw 
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legal argument. I don't think it is a fact question. 


THE COURT: Yes. 


MR. SCHREIBER: I will withdraw the question, 
your Honor. 
Q I will read into the testimony from page 307: 
"Q That is, you recognize" -- 
MR. SCHWARTZ: I object to that, your Honor. 


It is not impeachment that he is reading from. 
MR. SCHREUBER: I an rading from his testimony. 
THE COURT: Well, he is offering it -- 


MR. SCHWARTZ: I- he reading this as an 


admission? 


THE COURT: He has a right to use the aeposit‘or. 


Q (Continuing) "Q That is, you recognize the 
allocation of the purchase and sale orders as an 
additional resource to M. & D.; is that not correct? 
"A Right." 
(Recess, during which another matter was 
heard. ) 
Q (Continuing) Before we had this brief recess, 
Mr. Dorsett, I read into the record from page 397 of your 
prior testimony a question as to whether the allocation 
by M. & D. was an additional resource to M. & D. 


Did you understand the meaning of “additional 


bt 
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resource" at the time I questioned you? 


A Yes. 

Q And you understand it now? 
A Yes. 

Q What is your understanding? 


A That it is an additional resource to M. 


Q What do you mean by an additioan resource, 


sir? 


A It could be used to pay off sales, to pay off 


research. 
Q Used by M. & D.? 


A M. & D. 
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9 And a resuurce being a thing Uf value? 
A Yes. 
0] Do you know who selected the brokers who received 


the commission bu iness for executing portfolio transactions 
A M&D,. 
Q Among the reasons that you gave for not using 
Eberstadt at the executing broker for the fund was that you 


were not sure that Eberstadt could in all instances give 


best execution? 


A That is certainly one of the reasons. 

@) Eberstadt did execute for other clients, did it not 
A Yes. 

Q Was it your opinion that Eberstadt in some 


instances could have given the fund best execution? 

A Equal. 

Q As good as any? 

A In many cases, yes, 

Q Would this conflict of interest of which you spoke 
apply also if Eberstadt were to credit its profits on , 


execution against the advisory fee that the fund was paying 


M & D? 
A What is the question? 
Q Would the ccnflict of interest ne >*rttheless apply 


if the profit on commission business were to be credited by | 
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by Eberstadt on the advisory [ee payable to mM & £? 
A Yes, I believe it would. There is still some 


conflict involved there, 


Q Can you tell me what conflict would then exist? 


THE COURT: Mr. Dorsett, wil? you speak up a little| 


so I can hear you, 

THE WITNESS: Okay. I'm sorry. 

I would have to think the whole thing throug’. 
but, certainly, there is a conflict in just getting the 
resources, These moneys you are talking about were fairly 
insignificant. Secondly, we Gid have to pay for certain 
resources, 

Q Who is “we"? M & D? 

A M&D, and these resources being as I indicate4, 
Sales. It was a com on practice in the trade to have the 
fund pay off for sales efforts by usina their brokerage 
business. Oux turnover was extremely low in terms of our 
brokerage business on this fund. Asc I have irdicated, the 
shareholder was the key perscn that we wera concerned abr ut, 
and then you would have to get into the judgment area. Each 
time you did a sale you were Cebiting the management, each 
time we are going to «xecute a sale, obviously, they are 
going to think that is the best, but that may not be true, 


and so you avoid that totally by telling thom they got to 
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| 
| do their business outsia’. Then they qot all these other 
| 


were going to go to court or mayhe they werr in court. I don't 


2 
3 brokers that they can pick and choose from. There is a ial 
4 | conflict in what you are talking about here of just doing 
1} 
5 it and passing it off as a reducticn on the fee. I don't 
6 | believe that reduction came in until '67 or something like 
7 that, and that was because people were putting ic in their 
| 
8 | own pockets, as I recall, their brokerage business. 
| 
9 | 0 What do you mean the reduction didn't come in «++i 
! 
10 1967? 
u A I believe people were not asked to reduce their 
i} 
l2 | fee directly until that case came in, the one that you's 
8 | referring to there. 
4 | 
] Q You mean Moses v. Rergen? 
* A I don't know. ne of those cases. 
6 | 9 This me that was decided up in Roston? 
ad A I think so, I'm not sure. But that was the firet 
Bi time that I was aware that people were not to put it in 
19 their pockets, that they were supposed to give it back. 
» Q That case was decided in 1971, Mr. Dorsett, Does 
21 
that help you? 
22 . : 
A So you're laughing. I don't know when it was. 
23 ’ * ; 
Q I'm not laughing. i'm trying to help you. 
A All I am saying is there were some cases that 


to 
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know which cases they were. Bux the point is most people-- 
and if you say it was ‘71, then © believe it was probably 

"71 -- before anyone started to reduce their fee in a purpose 
ful manner, of doing brokerage to reduce their fee. Therefor 
all the business would have cen going to F. Eberstadt & 
vompany, which I have already tolc you I would not have 
tolerated. I would not have heen a Airector of that fund. 

\ Would you not have been a Cirnctor of the fune 

me of that business wen: to Fherctadt for the purvose 


of recapture to reduce the alvisory fer? 


A No, I don't think I would. 

9) You were against that, too? 

A I was against that, yes. I am against that. 

Q As a member of the nortfolio committee do you keep 


an eye out to prevent churning? 

A It has never come up, because, certainly we would, 
That is one of the reasons of our being an unaffiliated 
director, we would certainly try to avoid that. 

Q The portfolio committee would recognize churning 
if it were taking place? 


A I don't know if we would really recognize it. 


We try to exercise good judgment, ut, you know, TI just 


really have not found a way to avoid fraud if there is going 


to be fraud, 
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2 Q Does the rortfolio committee see all purchases 
3 and all sales? 
4 A Yes, they do. . 
| 
3 | Q And seeing all purchases and all sales, they | 
6 | can see whether the same security were being bought and oan 
7 | A No. You're talking about a wash sale. I'm just | 
8 | talking about general churning. 
| 
8 Q I'm not talking about a wash sale; I'm just talkinc 
10 || about the supervisory function of the portfolio committee. 
1 Could they tell whether there was churning, too much turn- 
12 over? 
3 A How much is too much? TI helieve our record will 
" 7 indicate -- I really shouldn't, really throw out a figure-- 
ib it has been as low as 3 per cent and as high as 8 per cent 
| 
* On occasion. : 
" Q Per year? | 
" A Per year. i 
j 
” Q And 8 per cent as far as you can recall was the | 
” highest portfolio turnover any year? | 
" A I think that would he it, but I'm not sure about 
* that. Therefore, I would not like to be quoted, : 
Q Could it be three or four times as great:? | 
” A No, we never had that kind of turnover. 
25 


j Q It eould be as lo as 3 per cent? 
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} 
2. | A I believe that is true. 
3 | Q Did you know that as early as 1967 some funds 
4 || were using preferred rate on the Pacific coast to reduce 
* 5 | their advisay fee? | 
| 
6 AK I:didn't know that in "67> ‘Woe 
: | Q The PPI report points out -- Zr am quoting now 
1} 
) iI 
5 | from Exhibit 74 which you have read -- that IDS 25 now a 
9 member of the Pacific Coast Exchance with the fund receivina 
10 the full profit on its brokerace »usiness, and the United 
i| 
| Fund Group is also a member of the Pacific Coast Exchange 
2 | wien the fund receiving 50 per cent of the nrofir. | 
13 1 You knew that in 1967, didn't you? 
| 
4 A I guess I did, as soon as it was in there. 
| | 
6 | Q Did you do anything to see whether Chemical Fund 
16 | ae ; i ca ; 
in 19f7 could make a like saving in its advisory fee? 
! 
ian A No, for the reasons IT already indicated we didn't 
18 || ‘ * ai ve : 
= wish to do our own business, we didn't wish to have give-ups ; 
18 \ coming back to F. Eberstadt & Company. 
| | 
| . 
" Q And preferred rate non-membership recapture 
21 | rey _ ; F 
on the Pacific coast would have involved using Eherstadt 
22 | ; 
for execution? 
23 || | 
A I believe what you are suggesting is F. Eberstadt 
“| : 
| & Company recapture some of its business that they directed 
{ 
25 : 
| to other brokers? Is that what you are suggesting? 
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Q You know what preferred rate non-membership 
on the Pacific Coast Exchenqe is, do you not? 

A Yes. 

Q You know that M& D was an NASD r.2emher in '67? 

A Yes. 


MR. SCHWARTZ: Would your Henor direct Mr. Schreiber 
to return to the lectern? 
MR. SCHREIBER: I will be hapry to go even farther. 
Q You knew in ‘67 ™ & D could have obtained pre- 
ferred rate non-membership 2n the Pacific coast and thus 
recapture a portion of portfolio commissions on that exchanc 


without involving Eberstadt, did you not? 


A I know it would involve Eherstadt. 

Q It would involve Eberstadt? 

A yes. 

Q Even though M & D was the one to apoly for and 


obtain it? 


A M & D then -- 
Q M & D and Eberstadt are really the same thing? 
A I was thinking of Eberstadt as beinq an NASD 


member, whereas it is M& D. 
Q Well, Eberstadt is also an NASD member, isn't it? 
A Right -- is M& D -- I don't know -- is Mh & D 


an NASD member, 


10 


1] 


19 


20 


| 


| 
! 
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Q If I may, NASD stends for National Association 


of Security Dealers? 


A Would you answer mv cuecstion? 
Q Well, thev were hoth members of NASD. 
A Thank vou, 


MR. SCHREIBER: And i & D could have applied for 
Ppp 


preferred rate Pacific coast 19n-membershin privileges 


without involving Eberstadt « Company. 


I don't mean to testify, your Honor; I am merely 


trying to answer the witness‘ question. 
gq 


Q I can understand your confusion. 


’ 


MR. SCHWART2: Your Honor may I ask leave to 


caution Mr. Schreiber that he is a lawyer questioning a 


witness, and the purpose of the witness coming here is not 


to be abused, 


Mk. SCHREIBER: I would not want *n abuse pr. 


Dorsett. 


THE COURT: 


be kept to yourself and just question the witness, Mr. 


Schreiber. Please proceed, 


Q At page 301 of your testimony, foot of the nage, 


line 23, I asked you: 


"Q Do you know whether vr. van Der Venter ‘vas paid 


by the fund a salary? 


I asked before all editorial coments | 


wn 


> 
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A No, I never did get the fund and she M & D thing 
all straighted out in my own mind. IT helieve the fund has 
a contract with M& D, and, therefore, we “ay M& D and 
M& D pays their employees. I am quite sur> that is how 


it works, but you're getting very techaical with me now." 
g 


Do you recall giving that testimony? 


A Yes. 

Q You have M & D straightened out uS against the 
fund now? 

A If you get too technical with me perha»s I don't. 

Q You recall that M & D is the manager? 

A Yes, I do. 

Q Or adviser? 

A ¥es. 

Q And you recall the fund is the entity in which 


the public buys shares? 

A Yes. 

Q You recall that Fherstact is the broker that 
owns the stock of M « D, the firm that owns the stock of 
M & D? 

A I believe that is right. I don't see whet it has 
to do with this whole case, but an ahead. 

Q In 1965 and continuously to date do you know 


that Eberstadt has been a member of the New York Stock 
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Exchange? 
A From 1962 FT helieve they have heen a member. ' 
Q And that would inetodn From "68 to date, of Soureq? 
A Yes. : 
Q Do you know whether the 


rules of the New York 


Stock Exchande would have permitted the fund to recapture | 


a portion of the commissions paid Eberstad* on portfolio 


transactions had such business been directed tp Eberstact? 


A Would you repeat the question again? 


Q [ will try towphrase it and make it more 


simple, if I may. 


Throughout his period that you have been a 


director, from 1966 to date, do you know whether it would 


have heen possible without violating the rules of the New 


York Stock Exchange to have the fund direct brokerage 


business to Eberstadt and have Ehberstadt eredit to the fund 


a portion of the brokerage commissions against the advisory 


fee paid M & D? 


A I helieve they could do that. | 
Q And if not violate th rules of the New York 


Stock Exchange? 


A I don't think so. 


Q Did you ever discuss that with anv of the other 


directors of the fund? 


to 


~ 


20 


21 


yn 
w 
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A Yes, we discussed it on occas? {C believe our 
audit report would indicate that we discussed that subject 
almost every year since the nther committee was formec. 

Q In your deposition I asked you at paade 1 i oe 
line 17: 

"Q And do you recall discussing the possibility 
that Chemical Fund might work out an arrancement to reduce 
the advisory fee by allocating brokeraqe commissions t> 
Eberstadt? 

=a Yes,” 

At page 323 on the same subject, line 9: 

"Q You do not «now whether the rules of the St ock 
Exchange would have permitted an arrangement whereby the 
commissions derived through Eberstadt, by Eberstadt through 
portfolio transactions of the fund, could have been credited | 
against the advisory fee? 

"A I believe as an NASD member I am not sure hecause 


they are a member of the New York Stock Exchange, but I 


£ 
~ 


3 
~ 


believe as a NASD member they could get it they perhens 


got off the hoard or something. T am not quate sure how 
that arrangement works. 


"Q You do not know whether they could get it as 


a New York Stock Exchange member? 


"A No. 


dD 
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"6 Jid you ever find Ut? 
"A Hid I? No, hecauce didn't feel the Dractic: 


when we could get it warranted that kind of action.” 


DO you reeall that testimony sir? 
’ 


A I recall the day. I don't recall the teutimony. 


£ it is there -- 


Q Have youmide any further ing iry since that 


testimony whether the New York Stocr Exchance rules 


permitted recanture? 
A No. 


Q Do you know whether at any time the management 


of the fund made any inquiry as to whether recapture of 


brokerage commissions wovld he permitted »by the New yor x 


Stock Exchance? 
A It was immaterial seCcause I didn't want to have 


that done in that way; I didn't want any business goina 


-O F. Ehberstadt « Comeany. I said that three times here. 


Q I understand. My question to you now is whether 


management, M & D or the fund, ever made any inquiry? 


A I am sure the fund knew ways they could recapture 


if they so desired. 
Q At page 324, line 9: 


= Do you know whether -71y such review was made 


by management with the vew vort Stock Exchance? 


Le] 


20 


21 
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"A I don't know, 

"Q Did you ever diseuss who we 
with the New York Stock Exchange t:he 
existing rule? 


"A I don't know whether it was gqoine 


N 
Ww 


eOing to review 


to he an 


officer of the fund, which also probably would have an 


officer of M« D, or whether it was tn he handled -- 


therewas ICO, the Organization that handles Mutual firnis 


"Mr. Schwartz: Investment Company 


Institute, 


"The Witness: Investm::+ Company Institute. 


"0 The answer is vou don't know? 
"A I don't know." 


Do you recall that test imon;? 


A Yes. 

Q Mr. Dorsett, I show you a Copy of Plaintift'« 
Exhibit 75 and ask if you ever have seen that before? 

A Yes, I have. 

Q Do you recall reading it at the time? 

A Yes, I do. 


MR. SCHREIBER: May [I hand a copy <o the court? 


Q Do you recall what relevant Facts 


concerning this matter of recanture of 


you 


considered 


THE COURT: I think [I hav: a cony of this. [5s 


this the opinion letter? 


interpretation of that | 


| 


' 


| 


} 


brokerage commissions? 
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MR. SCIIREIBER: The Sullivan & Cromwell opinion 
letter. 
Q Can I ask what notes you are reading from? 
/ 
A The Sullivan « Croznwell note, 
Q Now, do you remember what facts you ccnsidered? 


DO you have a copy of the oninion before You? 


Q Is that the Sullivan « Cromwell opinion that 


you have hefore yOu? 
A Yes. 


Q Turn to page 2 of that opinion, sir, the 


paragraph that begins on page 2 that says, "On the basis 


of the above and assuming that the board of directors 


has considered all the relevant facts concerning this matter!” 


Can you tell me what relevant farte you considered? 


A I helieve the relevant facts were that w could 
possibly use give-ups to reduce the fec. 


I did not wish 


M& D to carry on suck a practice, 


Q You mean give-ups or executing commissions? | 

| 
A Give-ups or executing conunissions, either one, 
Q Do you know whether there were cive-ups at this 


time being directed bv the fund or hy i. & D? 


A IT already said I don't ‘now that. 


Q What other fecters did 


you consider as relevant.” 
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we should not he taking -- well, we can't have a give-up now, 


2 A That is about it, I helieve, with regard to this. 
| 
3 Q With regard to the phrase, “All the relevant fact- 
' 
4 | concerning this matter," as appears on lines 2 and 3 of 
5 1 the first paracraph on page 2 of Exhibit 75? 
| 
6 | A I believe it was just a matter we were asking 
| 
7 
: Fe an opinion from counsel at that point end © am not sure ' 
8 requested it, for an opininn as to whether or not we had 
i 
8 to use the give-up method or if we had to direct our own 
10 | brokerage, but I believe this matter was primarily talking 
{ 
1 } about the give-up, as to whether we should force the people 
12 to give up commissions back to l. & D or F. Eberstadt & 
ad | Company and then reduce the management fee. I helieve that 
4 |] 
| was the only thing thatwe were really trying to focus on 
| 
& in this situation, To me that was not a good practice 
™ and, therefore, I didn't give it much more consideration 
! 
17 |i ‘ ‘ ! 
than that. Yes, we got out information from them, but, no, 
18 ‘ | 
I would not care to have M& D Carry on that kind of a | 
| 
” practice, | 
” | Q That is all the consideration you gave it? 
21 : ‘ 
A That is right. 
- 
Q And all the relevant facts you considered? 
2B 
A We talked ahoutmny other relevant factors. That 
2A , 
was my analysis of what was said here, and |! still stand, 
25 


6 


l4 


15 


16 


17 


18 


which we could do. 


should direct 


PurpOses of recapture and 


is the other expression yo 


membership rebate or 


and my question to YOu is whether it 1 


therefore, 


[I don't know whether | did 


I reviewed it, and if [f 


No. I know he did it one 


year. when we were 


Dorsett-disact 


know. But 7 didn't think 


ink we ehoul< © Cur own hrsinet 


That is, you stil? Cor't feel that the fund 


brokerage business to 


erstadt for the 
reduction. nf 


the advisory fee? 


That and plus 1 don't feel we should get -- what i 


used earlier -- about a non- 
somevcthina,. 


Non-membership rehate, [t's close eno sh or 


reasonably close. 


Mr. Dorsett, [ show you Plaintiff's Exhibit 7F., 


“as you or Professor 


Murray who prepared the first draf: : 


ate of that report? 


[I told you hefore it is 1n our testimony, and, 


if T got to repeat the testimony to save you time 


! 
of coming back and repeating it to me, 


C will do it, and that 


it or he did it, and if he | 
i 


did it, he reviewed it. It 


was hack in '67, 


If you did it, you did it on your own? 


I did it on my ow and he added many pages. 


But no one drafted it For you? 


year and I did it another 


serving on the committee together. I don't! 


or 


gg F B RB 
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know if that is the one [I did or the next om 


Q I woula like to hand you the exhibit so 


ask you about particular sentences in it. Would you ke 


good enough to hold this hefore you 


At page 2 there appears the 
beginning with the words, "We 
w’~h the distribution of fund shares, 
has teen adequate and sustainiag the fond's 


The losses sustained -in distrikhating shares are, we think, 


appropriate incenti e of a different kind to encourade the 


devising of a more efficient and efféctive effort. We 
believe that such losses are a proner offset to the profite 


derived from the management function," 


Is that still your belief today? 


A Yes, 
Q And it was at the time? 
A I think it has been throughout the history of 


the fund, but I'm not positive on that score 


| 
second fvll paragranh 
are not so favorably impressed 
althovgh the performart 


investible funds, 


to 


a 


»Y 
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Q At page 3, sir, there is reference to Release 
Number 8229, dated January 26, 1969, of the SEC. 
Did you ever read that release? 
I don't know whether I did or not. 
Q How did you get the information that is con- 
tained in this report waich you signed? 
A There could have been a short report on it or 


something like that. 


Q From whom? 
A I don't know. 
Q In other words, you don't know where you sc: 


the information? 
A No. 
Q Go to the next paragraph. 
A Did I say I may or may not have read it? 
re) Well, you correct it. Say it any way you 
like. | 
A Okay. That's the way I would like to have it. 
Q You may or may not lave read it? I don't 
want to force you into any reply. If at any point you 


want to correct what you have said, don't hesitate. 
The third paragraph on page 3 says: 
"In 1967, as fully disclosed in the proxy 


statement, the Fund paid Lrokerage commissions of 


EE 
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$618,000. Of this amount, $510,000 was allocated 


to dealers based on the volume of Fund shares sold. 


The allocation of brokerage business and the use of 
directed give-ups can be regarded as additional com- 
pensation to dealers to sell Fund shares." 
Now, I am directing my query specifically to 
the third sentence, beginning, "The allocation." 
Where did you get that information? 

A We knew chat was their practice, generally 
giving out commission business for -- and I believe this 
infon:‘ation was in the proxy material. I think it was 
either in the proxy or the -- what's the other thing that 
we sent out? The prospectus. This must have been in 
the proxy material that we sent out, indicating -- no. 

It had to be in the prospectus. They so allocated tir 
total commission indicating that this was their allocation 
for -- well, they only say in here for those who sell 
funds, but I've got to believe there was also ac ta fr 
amount of research derived from these brokerage firms that 
they were also given consideration for. 

Q That applies to allocation of brokerage busi- 
ness; is that right, sir? 

A Right. 


Q That is where you got that information? 


1] 
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2 || 
A Right. 

3 | Q And then it continues, "and the use of directed 
| 

4 give-ups." 


ul 


| Wnere did you get that information? 
6 | A I don't know, but I believe that was kind of 


a steady practice in the mutual fund business at that point. 


Q Was it a steady practice -- I am sorry. 
° A I don't know whether we used it. All I am 
10 | saying is, this was picked out of the proxy. Now, whether 
1 they did actually use the give-ups, because to me most of 
2 | the business was given directly to a broker to execute 
13 your business, and that broker was also one of our key sales 
" accounts. 
os e) Do you now understand that there were directed 
o | give-ups used by the Fund at that time? 
: M A I don't know whether there was or not, even | 
18 | though it says there were. 
19 | Q I see. 
20 A I don't know that there were. 
21 Q Well, where did you get the information about 
a | the use of directed give-ups? 
23 A Probably in the same proxy material. 
a 0 A proxy sent to the shareholders of the Fund? 
5 | A Yes. 


X 


I) 
wt 


& 
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MR. SCHREIBER: Can I have the 1967 and 1968 


proxies? 


proxy statements of the Fund for the years 1967 and 1968. 
Will you show me where there is any reference 

to directed give-ups in either of those proxy statements? 
MR. SCHWARTZ: What number? 


MR. SCHREIBER: 30 and 3l. 


A I don't see it in here, so it's probably in 
the -- 

Q In the prospectus? 

A In the prospectus. 

Q I will show you Exhibits 13 and 14, which are 


the prospectuses of the Fund for the years 1972 and 1973, 
and ask if you can find anything there about directed 
give-ups. 

A No. It only has the one reference to 
Paine, Webber & Jackson, because of him being on the board 
of the Chemical Fund. Anyway, I know it was in some 
literature. Would you care to direct me to it rather 
than play this game? 

Q I am not playing a game with you, sir. 

I don't know of any other literature sent to the share- 


Q I show you Exhibits 30 and 31, which are the 
holders other than the prospectus and the proxy statement. 
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But as a director of the Fund these many years, you are 
probably more aware of what you sent to your shareholders 
than I am, who came at this late date, so you can help me. 

MR. SCHWARTZ: May I ask that that remark be 
stricken? 

MR. SCHREIBER: Your Honor, may I submit that 
that was provoked by the witness' remark that I am playing 
a game with him. 

THE WITNESS: Yes, because we did have the 
| material before for you. 

THE COURT: I think, Mr. Schreiber, the witness 
has indicated very clearly and conclusively what his 
position was, and I don't think we are getting anywhere on 
this point. 

MR. SCHREIBER: Well, I was only asking the 
witness for the basis of a report which he says he wrote 


and which certainly he signed. 


THE WITNESS: Yes. I did sign that report. 
Q And did you participate in its writing? 
A Yes, So it's conceivable that M. & D. 
furnished us this material. This was the audit committee's 


report, and we get a lot of material from M. & D. in making 
that audit and these reports. 


Q And M. & D. gives you a lot of material which 


aw 


10 


1] 
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you use in preparing this kind of report? 

A That's right. 

Q So you may have very well used M. & D.'s supplied 


material to prepare the report which is here, 76? 


A That's right. 

Q Which you have before you? 

A That's right. 

Q Thank you, Mr. Dorsett. May I take those out 


of your way? 
MR. SCHREIBER: Your Honor, rather than protract 
this, we will refer to this exhibit in detail in our brief. 
THE COURT: All right. 
Q Now, Mr. Dorsett, do you recall reading the 


decision in that case, Moses versus Bergen? 


A The '7l case? 

Q That's correct, sir. 

A Yes. 

Q Do you recall how it came about that that 


decision came to your attention? 
A No. I don't remember now. 
Q Just so that we know what we are talking about, 
I show you -- 
MR. SCHREIBER: We are just getting this 


together, your Honor. 


ur 


2A 
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ps7 Dorsett-direct 276 
Q (Continuing) I show you Plaintiff's Exhibit 

90, which is an excerpt from the opinion of the Court in 

Moses versus Bergen, and I ask you if you recall seeing 


that portion of the opinion. 


A I am quite sure that I have seen it before. 

QO You are not quite sure? 

A I say, I am quite sure that I have seen it 
before. 

Q I am sorry, sir. 


Do you recall discussing that portion of the 
opinion with the other directors? 

A Yes; I do recall discussing it. 

Q Do you recall specifically discussing that 
aspect of the opinion which said that the directors nave 
no choice, as referred to there? 

A Yes. 

Q Do you recall what your understanding of "no 
choice” was at the time? 

MR. SCHWARTZ: Are you asking this witness what 
his understanding of Judge Aldrich's opinion was? 

MR. SCHREIBER: Yes. He was one of the 
directors. 


MR. SCHWARTZ: I object. You can ask what 


was said. 


~) 
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THE COURT: Objection sustained. 
Q What was said about that "no choice" aspect of 


the opinion? 


A We felt we did have a choice. 
Q A choice about what, sir? 
A About handling the brokerage business in the 


fashion that we wanted to. 


Q Allocating it as you chose? 
A Right. 
Q And that is what it meant to you at the time? 


MR. SCHWARTZ: I object to that question, your 
Honor. 
THE COURT: The objection is sustained. 

Q Was it your opinion that at the time the 
directors had a choice as to how to handle allocation of 
execution of portfolio transactions? 

A Yes. 

Q Was it your opinion that any amendment of the 
charter or certificate of incorporation of the Fund was 
necessary to assure that choice? 

A I don't know whether we looked at it in 
that fashion, now, that we would have to go through a 
charter change or anything like that. Actually, we 


indicated how we were doing our business, and we so dis- 


to 
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closed. 

Q Do you know -- 

A We felt that was sufficient. 

Q Sorry. I didn't mean to interrupt you. 


Have you finished your answer? 


of the Fund? 


A Yes. 
Q Do you know whether in fact there was any such 
Charter ‘.ange? | 
A I don't know. 
| 
Q Do you attend the annual meetings? | 
A No. 
Q That is, the annual meetings of the sxe! 


A No, 
Q You do not? 
A It was usually done in Delaware, until about 


three years ago, I think, something like that. 

Q And since then where has it been held? 

A Well, I am not sure of when they changed. 
It was either two years ago, or maybe it was three years 
ago. It's been held now in the New York office. 

Q In the New York office. 


Do you attend the shareholders' meetings held 


in the New York office? 


25 
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with this particular meeting. 


Q 


the April 29, 1968 prospectus. 


draft before they are finalized? 


A 


Q 


A 


Q 


finalized? 


A 


Q 


A 


Q 


A 


Q 


you, at the 


$61,000 was 


Dorsett-direct 279 
No. 
Where is your office? 
At -- between 44th and 45th on Third Avenue. 
Where is the shareholders' meeting? 


61 Broadway. I also happen to have a conflict 


I show you Plaintiff's Exhibit 14, wiich is 


By the way, do you see «hese prospectuses in 


Yes. 
Each year? 
Yes. 


Did you see Exhibit 14 in draft before it was 


Yes. 

And you saw it in final form, of course, too? 
Pardon? 

You saw it in the final shape? 

Yes. 

There is reference in 14, which you have before 
page to which I opened it, to the fact that 
paid -- 


MR. SCHWARTZ: What page, Mr. Schreiber? 


6 
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MR. SCHREIBER: I am sorry. I left my copy 
with the witness. 

I will get the copy, and I will just give Mr. 
Schwartz the page number. 

It is page 8. 

Q (Continuing) There is reference to the fact 
that $61,000 of brokerage commissions, representing 
approximate value, was allocated to dealers who provided 
statistical and research information to the management. 

And it continues. 

The management has informed the Fund that these 
services do not reduce the expense of the manager by a 
material amount. 

Do you know how that $61,000 was arrived at? 

A No. 

MR. SCHREIBER: In order to save time, your 
Honor, if I may read from the deposition -- and I am almost 
through, your Honor -- 

THE WITNESS: I would like to say that this is 


the material that we got this earlier statement from. 


Q About give-ups? 
A I don't know about the give-ups, but this all 
indicates where the total commission s are asi tu” much 


was going towards the dealer based on volume of shares 
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Q My question to you before was where you got 


the information about directed give-ups, which was the 


precise phrase. 


, 


Is there anvthing in Exhibit ' -- 


No. 


-- which contains that? 


SCHREIBER: Now, if I may read to the Court, 


your Honor -- 


MR. SCHWARTZ: What page? 


SCHREIBER: Starting at page 333. 
MR. SCHWARTZ: What line? 
MR. SCHREIBER: Starting at line 17. 
THE COURT: Is this for my benefit or part 
of the examination of the witness? The reason I am 
asking is that I want to find out how long it is. 


MR. SCHREIBER: It is quite long, your Honor. 


Instead of reading it, if I may hand up the transcript and 


mark it in evidence, I will be quite content. 


THe COURT: Either way. If you want to 
protect the record, to be sure -- I would suggest that you 
can have the reporter mark the page and make it a part of 


this record, or you can file it as an exhibit, whichever 


24 
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you want. I don't see any necessity for it to be read. 

MR. SCHREIBER: I think it will take me no 
more than three or four minutes to read it into the record, 
your Honor. It might be just as quick, and then I will 
sit down. 

MR. SCHWARTZ: I have no objection to putting 
it all in evidence, if ‘r. Schreiber wants it. 

THE COURT: Mr. Schreiber may not want all of 
it in evidence. 

MR. SCHWARTZ: I am aware of that, your Honor. 

THE COURT: Of course, you can read in anything 
you want. 

MR. SCHREIBER: Your Honor, I offer the tran- 
script of Mr. Dorsett's deposition of September llth as 


an exhibit. 


(Plaintiff's Exhibit 163 was received in 
evidence.) 
THE COURT: Is there any particular portion 
of chis to which you want to call my attention? 
MR. SCHREIBER: Yes, your Honor. I want to 
call your attention to pages 333 through 335, and I will 


not read them into the record. 


I have no further questions of this witness. 


MR. SCHWARTZ: May I impose on your Honor for 
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a few brief questions? 
CROSS EXAMINATION 


BY MR. SCHWARTZ: 


Q Mr. Dorsett, what was the size of the equity 
portfolio you managed at the University of Rochester? 

A When I went there, I guess it was about 
$120 million. When I left, some eight years later, I 


believe it was somewhere between $350 million and $400 


million. 

Q Is that because of sales or contributions or 
performance? 

A Per formance. 

Q How big is the equity portfolio you now manage 


at College Retirement Equity Fund? 


A About $2 billion. 
Q What proportion of that is common stock? 
A Well, we've got to be 95 per cent in common 


stock at all times, as a matter of policy. 

Q At the University of Rochester, what was your 
responsibility for execution of portfolio transactions? 

A I handlei a good may of the executions, at 
least half of then. 

Q Did. you have any supervisory responsibility for 


the others? 


tr 
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A Some, yes. 
Q What is your responsibility at CREF for port: 


folio executions? 


A Well, I oversee my head trader, who has to over- 
see his three assistants. 
Q Does the head trader report to you? 


A Yes. 


MR. SCHWARTZ: I have no further questions. 

MR. SCHREIBER: Your Honor, I have no further 
questions of this witness. He may stand down. 

THE COURT: Ail right, Mr. Dorsett. 


Thank you. 


(Witness excused.) 

MR. SCHREIBER: We have no further rebuttal 
witnesses, your Honor. 

As you may recall, at the time of the prepara- 2 
tion and consultation with the Court regarding the prepara-~ | 
tion of the pretrial order, I indicated to the Court that 
we were prepared to push ahead on the issue of liability. 

As to the issue of damages, assuming liability, 
we were only partially prepared. We s’-ad in that same 
situation today, your Honor. Should liability be deter-' 
mined, we would ask for, as prayed for in the prayer for 


relief in the complaint, an accounting be directed, at 
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which time the amount of damages wo uld be developed more 


fully. 
With this, we rest. 
THE COURT: All. right. 
I am agreeable to that procedure, Mr. Schwartz. 
MR. SCHWARTZ: Your Honor, -- 
THE COURT: Did you hear what Mr. Schreiber 
said? 


MR. SCHWARTZ: I heard what he said. I think 
I have expressed before my disagreement with what he says. 
I believe that the issues of liability and damages are 
interrelated, and I think it was Mr. Schreiber's burden 
to show the dollars, but that is your Honor's decision. 

If you want to decide just liability, there is not much I 
can do about it. 

THE COURT: Well, I think that at this phase 
of the proceedings,1i any event, with the record as it 
stands now -- and I think that whether liability has been 
established, that the Fund should have operated as the 
plaintiff contends they should have operated -- and if I 
do find they should have operated in that fashion, then 
the question, it seems to me, is whether In fact the share- 
holders have been damaged, and it may well be that they 


may not have been damaged. So it way be an abstract 


w 
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question. 

It seems to me that the three of us are not 
too far apart. I think that is the better way to proceed, 
because if I find that the defendants were correct, that 
the matter was one of business judgment, obviously I will 
have to dismiss the action, and the Court of Appeals will 
determine whether I am right or wrong. 

I think we will proceed in this way. 


Now, I gather that you would want, Mr. Schreiber, 


to file a post-trial brief. 


MR. SCHREIBER: I think it would »e helfpful 
to: the Court. 

THE COURT: It certainly would be. Since daily 
copy has been afforded, there is no question about waiting 


for the transcript. 


MR. SCHREIBER: Your Honor, I have not had 
the benefit of tle daily copy that was ordered by Mr. 
Schwartz, but I imagine a copy will be available rather 
quickly, in any event. 

I would like to suggest -- and I have discussed 
this with Mr. Schwartz -- subject to your Honor's approval 
that plaintiffs submit a brief and defendants answer, and 


then plaintiffs have an opportunity for reply. 


In discussion with Mr. Schwartz, it was 
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suggested that we have six weeks after the receipt of 

the transcript for plaintiff's brief and that Mr. Schwartz 
have forty days after service of plaintiff's brief with in 
which to serve the defendants' brief and that we have two 
weeks thereafter to reply. 

This, of courss, is subject to your Honor's 
ruling. 

THE COURT: I will tell you, after you have 
submitted a pretrial order, it doesn't appear to me that 
this time schedule is the most efficient one. My usual 
practice is to have both sides submit their briefs 
simultaneously, because what I want is the brief to be 
geared to the evidence. 

I have your legal theories, which have been 
outlined, and it seems to me what I now want, what would 
be most helpful to you is for you to illuminate that theory 
with what is in the record. 

So I would want a post-trial memorandum from 
both sides, geared to the testimony that has been 
adduced. 

MR. SCHREIBER: And to the exhibits, of 
course. 

THE COURT: Well, that is part of the record. 


MR. SCHREIBER: That is rather a heavy burden 
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but one which we must face. 

THE COURT: Well, I am facing a heavy burden 
also, but, Mr. Schreiber, you brought the case and burdened 
us all with it. 

MR. SCHWARTZ: I don't think you will read more 
than 20 per cent of the exhibits, your Hnor. 

THE COURT: Whatever the time schedule is, I 
will be agreeable to youamd Mr. Schwartz submitting a 
brief, and then I will give both of you time thereafter, if 
there is anything that you feel you need to answer, to file 
a reply. 

MR. SCHREIBER: Simultaneously? 

THE COURT: Everything simultaneous. 

MR. SCHWARTZ: February 18th for both briefs? 

MR. SCHREIBER: That is agreeable to me. 

THE COURT: All right. 

And I will give you two weeks after that, if 
you care to reply. 

Now, you have 162 exhibits, and I suggest what 
you do is have them c: pied for me, and when you file your 
reply, then you can turn them over. 


MR. SCHREIBER: I was about to request that 


privilege of the court. 


THE COURT: I don't have any of your exhibits. 
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MR. SCHREIBER: No, sir. We have a complete 
roster. 

MR. SCHWARTZ: Does your Honor want proposed 
findings of fact revised? 

THE COURT: Yes. I am glad you mentioned it. 
I want proposed findings of fact. 

MR. SCHWARTZ: With citations. 

THE COURT: And conclusions of law. 

It may be that you will not want to supplement 
them, because of the fact that you have covered this. 
I am going to read this, and I want you to give me some 


help on the testimony. 


If you want to revise your post-trial findings 


and conclusions based on what has been adduced in the 
evidence, that is up to you. 

MR. SCHWARTZ: There will have to be citations 
to the record; otherwise your Honor will have great ciffi- 
culty in finding things. 

THE COURT: Is there anything else, gentlemen? 

MR. SCHREIBER: Thank you, your Honor. 


MR. SCHWARTZ: Thank you, your Honor. 
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NOTICE OF ANNUAL MEETING E- 29-74 


To Shareowners of CHEMicaL Funp, INc.: 


Notice is hereby given that, pursuant to the By-Laws, the annual meeting of the shareowners of 
Chemical Furd, Inc., a Delaware corporation, will be held at the office of the Fund, 61 Broadway, 
New York, New York 10006, on Tuesday, March 14, 1972, at 11:00 a.in., for the following purposes: 


(1) To amend the By-Laws of the Fund so as to increase the maximum number of directors 
to fifteen and to fix the number of direciors at fifteen; 
To elect fifteen directors of the Fund; 
To ratify or reject the selection by the Board of Directors of Price Waterhouse & Co. 
as independent accountants for the Fund; 


To act upon a proposal recommended by the Board of Directors to amend the Amended 
Certificate of Incorporation of the Fund so as to increase the authorized capital stock 
from 35,000,000 shares to 100,000,000 shares and to change the par value thereof from 
.25 per share to $.12% per share, thereby effecting a 2 for 1 stock split of each outstand- 
ing share of capital stock of the Fund; 
To act upon a proposal recommended by the Board of Directors to amend the Amended 
Certificate of Incorporation of the Fund to clarify provisions thereof as to the powers of 
the Board of Directors in the allocation of portfolio brokerage for the Fund; 


To approve or disapprove a new Management Agreement; and 
To transact such other business as may properly come before the meeting or any 


adjournments thereof. 


The Board of Directors has fixed the close of business on January 24, 1972 as the record date 
for determination of the shareowners entitled to notice of, and to vote at, the meeting. 
Py order of the Board of Directors, 


January 27, 1972 Mary A. Barry, Secretary 


Shareowners who do not expect to attend in person are requested to fill in, date, sign 
and return the proxy card in the enclosed envelope, which roquires no postage if mailed 
in the United States. 
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PROXY STATEMENT 


CHEMICAL FUND, INC. 

\ccompanying this statement is a Notice of Annual Meeting of Shareowners. Also enclosed is a 
form of Proxy for suc. meeting solicited by the management of the Fund and an Annual Report con- 
taining financial statements for the year ended December 3], 1971. 

The Proxy may be revoked at any time before it is exercised and any shareowner attending the 


} 


necting may vote in person whether or not he has previously filed a proxy. The shares represented by 


all properly executed proxies recetved in time for the meeti*«: will be voted. The cost of soliciting 
| will be borne by the Fund. In a:ldition to the solicitation of proxies by use of the mails, it is 
possible that proxies may be solicited personally by regular employees of the Fund or its Manager by 
telephone. In such event such employees will receive no additional remuneration therefor. The addi- 
tional cost of any such solicitation will be borne by the Manager. 


The Fund has only one class of Capital Stock and each of the 34,119,161 shares outstanding on the 


record date, January 24, 1972, will be entitled to one vote. A quorum for the meeting shall consist of 
q 


one-third of the shares outstanding. The affirmative vote of a majority of the outstanding shares 
ed to vote will be required for action on Purposes 4 and 5, of a majority of such outstanding shares 
defined in the Investment Company Act of 1940 (either (i) 67% or more of the voting securities 
present at such meeting if the holders of more than 50% of the outstanding voting securities are present 
or (11) more than 50% of the outstanding voting Securities, whichever is less) for Purpose 6 and of a 


majority of the shares represented at the meeting with respect to Purposes 1, 2 and 3. 


The enclosed I’roxy contains spaces in which you may insert instructions as to the way your shares 
are to be voted on Purposes 1, 2, 3, 4, 5 and 6. Where a shareowner has specified a choice on his proxy 
with respect to any of such Purposes, his shares will be voted accordingly. In the absence of a speci- 
hed choice, shares will be voted in favor of such Purposes. 

In order that your shares may be represented at the mecting, or any adjournment thereof, you are 
requested to 

indicate your instructions on the roxy 

late amd sten the Proxy 

mul the Proxy prompth in the enclosed envelope, which requires no postage if mailed in 
the United States 


illow sufficient tine for the Proxy to be received at or before 11:00 A.M. on March 14, 1972. 


BY-LAWS AMENDMENT & DIRECTGRS 
(Purposes 1 and 2) 


the By-Laws of the Fund provide that a maximum of 14 directors shall be elected annually and 
hold office until their respective successors are elected and qualify. 


It is proposed tu vote the proxy in favor of amending the By-Laws of the Fund so as to increase 
the maxunum number of directors from 14 to 15 in order to permit the election of ?4i. John F. 
Van Deventer as a director. Mr. Van Deventer joined the firm of F. Fberstadt & Co. in 1951. He 
has been Senior Vice |] ident of Chemical lund, Inc. since 1963 and Vice President of The Eberstadt 
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Fund, Inc. since 1966. He is also a Vice President and Director of F. Eberstadt & Co,, Inc. and 
F. Eberstadt & Co., Managers & Distributors, Inc. He is a graduate of Hamilton College and Columbia 
University Graduate School of Business Administration from which he received a B.A. and an M.S., 
respectively. 


It is proposed to vote the proxy for the election, as directors, of the 14 persons who are curreutly 
directors of the Fund and for the election, if the By-Laws Amendment is approved, of John F. 
Van Deventer. Information as to the fifteen nominees is given in the tabulation below. None of the 
designated nominees is expected to decline or become unavailable for election. However, should this 
occur, the proxy confers discretionary power to vote in favor of a substitute nominee or nominee 


Shares of 
Fund 
Position Held in Owned 
Nameand — Chemical Fund, Director Reneficially 
Principal Occupation Nature of Business Inc. Since Dec. 41, 1971 
Dr. James S. Coles, President, Research 
Corporation since January 1, 1968; Foundation for 
President of Bowdoin College from Advancement 
1952 to December 31, 1967 ........ of Science Director 1968 123 


Burt N. Dorsett, Executive Vice Presi- 

dent, College Retirement [Equities 

Fund; formerly Vice President for 

Investments, University of Rochester Investments Director 1966 265 
Alfred E. Driscoll, Consultant, Warner- 

Lambert Company; Chairman, New 

Jersey Turnpike Authority, formerly 

Honorary Chairman of the Board, 


Warner-Lambert Company ........ Transportation Director 1957 1,668 
*Andrew W. Eberstadt, Vice President, 
F. Eberstadt & Co., Inc. .......... Investment Banking _‘ Vice President & 
Director 1962 381 


Dr. Bertrand Fox, Jacob H. Schiff Pro- 
fessor of Investment Banking and 
until July 1968 Edsel Bryant Ford 
Professor of Business Administration 
and Director of Research, Harvard 
University Graduate School of Busi- ‘ 
ness Administration ......-.-++++- Iducator Director 1970 106 


Whitman Hobbs, Advertising and Mar- 
keting Consultant; formerly Senior 
Vice President, Benton & Bowles, Inc. Advertising Director 1962 1,166 


Leroy F. Marek, retired, former Senior 
Vice President, Arthur D. Little, Inc. Industrial Research Director 1959 767 
Consultants 
Dr. Roger F. Murray, S. Sloan Colt 
Professor of Banking and Finance, 
Graduate School of Business, Colum- 
bia University; formerly Fxecutive 
Vice President and Economist, Col- 
lege Retirement F.quities Fund and 
Teachers Insurance and Annuity 
Association ........ ee eee ey eer Idlucator Director j959 1,417 
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Shares of 
Fund 
Position Held in Owned 
Name and Chemical Fund, Dicector Beneficially 
Principal Occupation Nature of Business Inc. Since Dec. 31, 1971 
*Robert C. Porter, President, F. Eber- 
Oe GEG Bs Se osc sa iGeeek Investment Banking President & 1965 1,781 
Director 
Auguste Richard, Trustee .......... Trustee for 
Individuals Director (1938-42) 5,000 
1954 
Ir. Howard A. Rusk, Director, Insti- 
tute of. Rehabilitation Medicine, New 
York University Medical Center .... Physician Director 19b2 5,455 
F. Schneider, Financier .............. Corporate Director 
ane Consultant Director 1938 270 
*John PL Van Deventer, Vice President, 
F, Pbevstadt: & Gu., the; ccs ieu Investinent Banking = Senior 
Vice President ~- 816 
*Francis S. Williams, Vice Chairman of 
the Board, F. Eberstadt & Co., Inc... Investment Banking Chairman & 
Director 1952 2,884 
*Robert G. Zeller, Chairman of the 
Board, F. Eberstadt & Co., Inc. .... Investment Banking Vice Chairman & a 
Director 1964 307 


* A Partner of F. Eberstadt & Co. immediately prior to its incorporation on October 31, 1969. 


Directors not affiliated with the Maiiager and Distributor each receive from the Fund fees of $3,000 
annually. Directors who are members of the Portfiolio Committee and not affiliated with the Manager 
and Distributor receive from the Fund additional annual fees of $7,500 to the director acting as Chairman 
and $5,000 each to other members. 


No compensation is paid to the directors, officers or members of the Portfolio Committee of the 
Fund associated with I. Mberstadt & Co., Inc. or its wholly-owned subsidiary, F. Eberstadt & Co., 
Managers & Distributors, Inc. All of the officers of the Fund are associated with I*. Eberstadt & 
Co., Managers & Distrilutors, Inc. which is the Fu) "s Manager and Distributor. The Chairman or 
the Vice-Chairman and the President of the Fund serve on the Portfolio Committee, in addition to 
three non-affiliated directors. 


SELECTION OF INDEPENDENT ACCOUNTANTS 
(Purpose 3) 


Price Waterhouse & Co., 60 Broad Street, New York, N. Y. 10004, have acted as independent 
accountants for the Fund since its inception. Pursuant to the Investment Company Act of 1940, a 
majority of those members of the Board of Directors who are not interested persons of the Fund have 
selected Price Waterhouse & Co. to continue as accountants for the Fund with respect to its fiscal year 
ending December 31, 1972, and recommended that such selection be ratified. Neither the firm nor any 
of its members has any direct or indirect financial interest in or any connection with the Fund in any 
capacity other than as auditors. 
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AMENDMENT OF CERTIFICATE OF INCORPORATION 
(Purpose 4) 


Net sales of the Fund’s shares have increased at a substantial rate in each of the last two years with 
3,490,396 shares having been issued in 1970 and 3,994,52° shares in !971 so that as of January 24, 1972 
there were 34,119,161 shares issued and outstanding compared with authorized capital stock of 35 million 
shares. It will therefore be necessary to increage the authorized capital stock in order to provide additional 
authorized shares for continuing sales, which is a desirable feature of an open-end mutual fund. In 
addition, an increase in the authorized shares will be necessary to permit the payment of the capital 
gains distribution in shares which the Board of Directors declared on January 19, 1972. In connection 
with the increase in the authorized capital stock, the Board of Directors has determined it would be 
advisable to split the common stock 2 for 1 and reduce the par value of the outstanding capital stock 
from $.25 to $.12%4 per share. The Board of Directors believes that the lower offering price resulting 
from the proposed stock split sh ald enhance the marketability of the shares of the Fund by making 
them attractive to a larger number of investors. If the proposed stock split is approved, the share- 
owners of record at the close of business March 17, 1972 will receive one addition: share for each share 
held on that date, including any shares received from the capital gains distribution | sid on the same date. 
The additional shares will be credited by Bradford Mutual Fund Services, Inc., the Shareholder Servic- 
ing Agent for the Fund, to the shareowner’s account and no stock certificates will be issued unless Brad- 
ford receives a written request from the shareholders requesting the same. It will not be necessary for a 
shareowner who now holds stock certificates to send them i. for exchange. The par value of each share 
represented by such certificate now held will be $.12/4 per share rather than $.25 per share, effective 
March 17, 1972. 

Accordingly, the Board of Directors has declared it advisable and recommends to shareowners their 
favorable action on an amen. ent to Article Fourth of the Amended Certificate of Incorporation of the 
Fund so as to increase the authorized capital stock from 35,000,000 to 100,000,000 shares and to change 
the par value thereof from $.25 per share to $.12% per share, thereby effecting a 2 for 1 stock split. 
This amendment will not affect any of the rights of the capital stock. 


AMENDMENT OF CERTIFICATE OF INCORPORATION 
(Purpose 5) 

In order to make explicit the powers of the Board of Directors with respect to portfolio brokerage 
of the Fund, it is proposed to make the following amendment to the Amended Certificate of Incorpora- 
tion: 

Amend Section B of Article Eighth of the Amended Certificate of Incorporation by the addition 
of a new subdivision & as set forth below: 


B. The Board of Directors shall have the entire management and control of the property, 
business and affairs of the Corporation, and is hereby vested with all the powers possessed 
by the Corporation itself so far as this delegation of authority is not inconsistent with law or this 
Certificate of Incurporation. In furtherance and without limitation of the foregoing provisions, 
it is expressly declared that, subject to this Certificate of In orporation, the Board of Directors 
shall have power: 


8. To determine in their discretion the manner and purposes of the allocation of 
brokerage commissions to be pail by the Fund and the selection of the brokers and 
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dealers that shall receive or share directly or indirectly in any such commissions and the 
basis of such receiving or sharing therein, including, but not limited to, sales of shares 
of the Fund and any other funds having the same investment adviser and statistical and 
other information and wire and other services provided to the Fund or the Manager. 


The purpose of the above amendment is to make explicit that which has always been implicit, 
namely, that the Board of Directors of the Fund (more than 50% of whom are otherwise unaffiliated 
with the Fund or its Manager) has the power to determine how the portfolio brokerage of the Fund 
hal’ be used. In the opinion of the Board of Directors of the Fund, it is in the best interest of the 
Fund to continue the brokerage practices which it has followed since inception under which all port foli 

insactions have been carried out by brokers who are not affiliated with the Manager and Distributor 
of the Fund and not to make any provision for recapture through an aftiiliated broker of any part of the 


broker ive comm nes patted by the Pur | 


\ccordingly, as reflected in the proposed new Management Agreement discussed be low, the Board 
of i reetors has diected the Manager vot to have the Mund purchase or sell my portfolio sccurities 
through the firm of IY. Mherstadt & Co., Inc, the parent of the Manayer, which is a member of the 
New York and America. Stock Exchanges. As indicated under “Allocation of Vortfolio Brokerave 
ind Portfolio Turnover Rate” below in this proxy statement, the Fund's Board of Directors and the 
Manager consider that, subject to obtaining the best price, execution and commission, allocation of 
brokerage to dealers whu have sold shares of the Fund or have provided statistical and research iniornia- 
tion has been and presently continues to be of benefit to the Fund and its shareholders. The Fund's 
Manager has been authurized by the Board of Directors to select in the Manager's discretion the brokers 
or dealers that shall execute portfolio transactions or share directly or indirectly in commissions with 
respect thereto, and to determine the basis of such sharing, subject in each case to obtaining the best 
execution taking into consideration, among other things, price (including any brokerage commission), 
size of the transaction and need for speed in execution. The Board, of course, would have the right 
to determine in the future that some other course of action might be desirable. 


MANAGEMENT AGREEMENT 
(Purpose 6) 


The proposed new Management Agreement, to become effective March 14, 1972, is set forth 
herein fter as Exhibit A and was approved by a majority of the directors who are not parties to such 
\yreement or iiterested persons of cither such party at a meeting 4 January 19, 1972. [t is identical 
with the existing Management Agreenent except as indicated in Exhibit A. In addition to certain 
minor technical changes which are necessary tu meet the requirements of the Investment Company 
Amendments Act of 1970 (as indicated in the Note on page A-4 of the attached Exnibit A), the only 
other change as indicated on page A-1 of Exhibit A relates te allocation of portfolio brokerage as 
stated above under “Amendment of Certificate of Incorporation (Purpose 5).” 


The Agreement provides that the Manager shall furnish the Fund with investment advice and, subject 
to the Fund’s Board of Director: shall manage and supervise its business and affairs; shali furnish the 
Fund with all statistical informa, .n reasonably required by the Fund and reasonably available to the 
Manager; shall furnish the l’und with an office and with clerical and bookkeeping services a! ch office; 
and shall permit any of its officers, directors, and employees to serve, without compensa. on, in the 
capacities to which they have been elected. 
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The management fees payable to the Manager shall be the same as provided in the present Manage- 
ment Agreement. The fee is computed in accordance with the table below depending on whether 
the investment results of the Fund are better or worse than those of the Standard & Poor's Index of 
425 Industrial Stocks over periods of the preceding 36 months computed at the end of each calendar 
quarter at one quarter of the annual rates indicated. The applicable “percentage points”, rounded to 
the nearest hundredth, for any period is determined by algebraically subtracting (a) the percentage 
increase or decrease in the Index for the three years ending with such period from (b) the percentage 
increase or decrease in the Fund during the same period measured in terms of net asset value per share 
after adding back capital gains distributions during the period to the net asset value per shar at the 
end of the period. 


TABLE OF FEES FOR RELATIVE RESULTS 


First Next Asnets 
$1 Billion $500 Million in Excess of 
Chemica! Fund's Results of Assets of Assets $1*% Billion 
Relative to S & P 425 — - om aos aS 
Industrial Index Applicable Applicable Applicable 
In Percentage Points Annual Rate Annual Rate Annual Rate 
+ 10.01 or better 40% 35% 30% 
+ 7.51 to + 10.00 39 34 29 
5.01 to + 7.50 38 33 2 
+ 3.01 to + 5.00 37 32 27 
+ 1.01 to + 3.00 36 31 26 
+ 1.00 to— 1.00 35 (basic) —«30 25 
= owe. - a 29 24 
— 3.01 to— 5.00 33 .28 23 
— 5.01 to— 7.50 32 .27 .22 
— 7.51 to — 10.00 31 26 21 
— 10.01 or poorer 30 29 .20 
“i Note: When the average net assets exceed “i billion, the fee wi | be computed separately on the frst 
$1 billion and on the assets in excess of $1 billion in accordance wit! the table above Pie results of the 


separate calculations will be added to obtain the aggregate tee 


The proposed Management Agreement may be continued in effect from year to year provided that 
such continuance is approved, either (a) by the vote of the Board of Directors, or (b) by a vote of 
a majority (as defined in the Investment Company Act of 1940) of the outstanding shares of the 
Fund. In either case the vote of a majority of the directors who are not interested persons of any party 
to the Agreement cast in person at a meeting called for the purpose of voting on such approval will ' 
required. It will terminate unless so approved annuaily by the directors or shareowners of the Fund, and 
may be terminated without penalty on 60 days’ written notice by directors or by the owners of a 
majority of the shares of the Fund or by the Manager, and will terminate automaticaly if assigned. 


MANAGER AND LISTRIBUTOR 
The present Management Agreement 1s described above It was § ibmitted to shareowners and 
approved by them at the annual meeting of shareowners held on May 14, 1971. Such approval was 
required because of certain amendments to the Management Agreemen! w hich were then made. The 
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present Management Agreement provides for payment quarterly to the Manager of compensation at the 
annual rates shown above. The management fee for the year ended December 31, 1971 amounted to 
$2,247,468. Of this amount $1,881,935 re, resented the basic fee and $365,533 represented the additional 
performance fee 


F. Eberstadt & Co., Managers & Distributors, Inc. also acts as the investment adviser for The 
Eberstadt Fund, Inc., an open-end investment company with assets of approximately $44,000,000 at 
December 31, 1971. The management fee payable to the Manager from The Eberstadt Fund is at the 
annual rate of 50% on assets up to $75,000,000 and is scaled downward on larger amounts. The 
management fee paid by The Eberstadt Fund to the Manager for calendar year 1971 was $215,655. 


The Manager and Distributor also acts as exclusive agent of the Fund in the sale of its shares, 
The Distribution Agreemeut provides that it will terminate unless approved annually by the Board of 
Directors or shareowners of the Fund and will be terminated automatically in the event ‘of its assign- 
ment. For the fiscal year ended December 31, 1971, nei selling commissions received by the Distributor 
amounted to $732,232, after $2,433,832, was reallowed to non-a‘filiated dealers. 


CERTA'N TRANSACTIONS BETWEEN F. EBERSTADT & CcO., INC. AND 
THE ESTATE OF MR. FERDINAND EBERSTADT 


The Fund has been advised by F. Eberstadt & Co., Ine. (the “Eberstadt firm”), the parent of the 
Fund’s Manager, F. Eberstadt & Co., Managers & Distributors, Inc. (“M & D”), of the following 
transactions pursuant to an agreem.t between the Eberstadt firm and the estate of the late Mr. 
Ferdinand Eberstadt (the “Eberstadt Estate’) : 


On September 17, 1971, the Eberstadt firm acquired from the Eberstadt Estate {subject to the 
judicial determinations and the escrow arrangement. referred to below) all of the outstanding 15,000 
shares of the Eberstadt firm’s 6% Convertible Preferred Stock, par value $100 per share, in exchange 
for its 10% Subordinated Debenture in the original principal amount of $1,500,000. The Debenture 
matures December 31, 1974, subject to acceleration under specified circumstances essentially involving 
the sale of substantially all of the stock or assets of either M & D or the Eberstadt firm. If, upon 
maturity of the Debenture, 5'% of the then fair market value of the outstanding stock of M & D, 


after certain adjustments, exceeds $1,560,000, the principal amount of the Debenture will be increased 
by the amount of such excess. 


The holders of more than 50% of the principal amount of the debentures may elect at maturity 
to apply all or part of the retirement price to the purchase of M & D stock from the Eberstadt firm 
at its fair market value. If they elect to purchase as much as 50% of said stock, the Eberstadt firm 
may require them to buy all or any part of the remainder. 


The agreement between the Fberstadt firm and the Eberstadt Estate also provides, among other 
things, that Mr. Frederick [berstadt, the son of the late Mr. Ferdinand Eberstadt and one of the 
}:xecutors of the Estate, will be a director of M & D, and that he be recommended by the Eberstadt firm 
for election as a member of the Board of Directors of Chemical Fund, Inc. and The Eberstadt Fund, 
Inc. Mr. Frederick Eberstadt has not executed the agreement mentioned above, and the Eberstadt 
firm understands he intends to oppose its approval in the judicial proceedings referred to below. The 
Board of Directors of Chemica! Fund, Inc. has determined to take no actien on the nomination of 
Mr. Frederick Eberstadt as a director at this time. 
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The purchase of the 6% Convertible Preferred Stock ard the other transactions covered by the 
agreement between the ! erstadt firm and the Eberstadt Estat. are subject to the determinations which 
shall be made in a proceeding now pending in the Surrogate’s Court of Suffolk County, New York for 
a construction of certain provisions of Mr. Ferdinand Eberstadt’s will and other matters and to such 
other judicial determinations as counsel may consider necessary. The parties have agreed to use their 
best efforts to secure the appreval of the agreement, an the transactions therein provided for, in all such 
proceedings. In the meantime, the documents efiecting the purchase of such stock are being held in 
esc ow. 


ALLOCATION OF PORTFOLIO BROKERAGE AND PORTFOLIO TURNOVER RATE 


Brokers receive comunissions at standard rates on portfolio transactions up to $500,000 and at 
negotiated rates on transactions in excess of this amount since April 1, 1971. For the fiscal year ended 
December 31, 1971 brokerage fees paid by the Fund on the purchase and sale of the Fund's portfolio 
securities amounted to $920,767. The Fund has also cxecuted portfoliv transactions with dealers 
acting as principals in the “third market” and directly with institutions in the “fourth market”. The 
Fund does not deal exclusively with any particular broker-dealer or group thereof. The lund always 
sceks to place portfolio transactions where it can obtain the best net price which results from the most 
favorable combination of price, commission ami execution and deals directly vith a principal market 
maker in conne- ‘on with over-the-counter transactions. ‘The Fund’s Poare of Directors and the 
Manager conside» that, subject to obtaining the best price, execution 2-1 commission, allocation of 
brokerage to brokers who have suld shares of the Fund or have provided statistical and research 
infe .aation is, and presently continues to be, of benent to the Fund and its shareholders. In mony 
instances the broker who provides the best execution also provides statistical and research informa'ior 
and also may have sold shares vf the Fund. To the extent possible, the Manager sclects broker-dealers 
who have provided a broad range of services to the Fund. It is impossible therefore to determine “he 
precise aniount of brokerage that was allocated for any single service. Officers of tue Manager, who «re 
also officers of the Fund, are responsible for the allocation of brokerage business and placement of 
brokerage orders, subject at all times to obtaining the best price and execution. The Fund’s portfolio 
turnover rate, exclusive of short-term notes, for the last three fiscal years was 10.3% for 1969, 12.19% 
for 1970 and 13.29 for 1971 

As indicated above, the Board of Directors has directed the Manager not to have the I: 
purchase or sell any portfolio securities thr igh the firm of F. Eberstadt & Co., inc, the parent of the 
Manager. The Board, of course, has the right to determine in the future that some other course of 
action might be desirable. 


AFFILIATION OF OFFICERS AND CERTAIN DIRECTORS OF THE 
FUND WITH THE MANAGER AND DISTRIBUTOR 


F. Foerstadt & Co., Inc., 61 Broadway, New York, New York 10006 owns all of the outstanding 
capital stock of F. Eberstadt & Cc. Managers & Distributors, Inc. The three stockholders of 
F. Eber-tadt & Co., Inc. owning 10% or more of its outstanding voting securities are Francis S. Williams, 
Robert G. Zeller and Robert C. Porter. 

As of December 31, 1971, officers and directors of the Fund, of the Manager and Distributor and 
of F. Eberstadt & Co., Inc. owned of record and beneficially 39,251 shares (representing .12%) of the 
Fund. 

9 


Pa 


300 
PLAINTIFF'S EXHIBIT 35 
The names of the present directors and officers of the Fund who are also directors or officers of 


F. Eberstadt & Co., Managers & Distributors, Inc. are: 
Position with 


Position with F. Eberstadt & Co. 
Name Chemical Fund, Inc. Managers & Distributors, Inc. 

Francis S. Williams Chairman of the Roard and Director Chairman of the Board and Director 
Robert G. Zeller : Vice Chatrman of the Board and Director Vice Chairman of the Board and Director 
Robert C. Porter .. President and Director President and Director 
Andrew W. Eberstadt.. Vice President and Director Vice President and Director 
Robert L. Newton . Senior Vice President Vice President and Director 
John F. Van Deventer Senior Vice President Vice President and Director 

J. Prestigiacomo . Vice President Vice President and Director 
Wayne D. Leizear ; Vice President Vice President 
Dr. Robert C. Perez ... Vice President Vice President 
Tames Phillips Vice l’resident Vice President 
David V4. Dievler ; Treasurer and Assistant Secretary Vice I resident-—Finance and Secretary 
Mary A. Barry Secretary Assistant Secretary 
Charles Kim . .  “lssistant Treasurer and Assistant Secretary Assistant Treasurer 


The principal occupation of the foregoing is with F. Eberstadt & Co., Inc., its wholly-owned sub- 
sidiary F. Eberstadt & Co., Managers & Distributors, Inc. or the investment companies manage: by the 
latter (Chemical Fund, Inc. and The Eberstadt Fund, Inc.). The address of each of the foregoing is 
61 Broadway, New York, N. Y. 


LITIGATION 

An action, Kauffman v. Dreyfus Fund, Inc. et al., was brought in 1969 in the U. S. District Court 
for the District of New Jersey against 141 mutual funds, investment advisers and individual directors 
and the Investment Company Institute. The Fund, F. Eberstadt & Co. and Francis Williams were 
included among the named defendants. The complaint sought to recover damages both on behalf of and 
against the Fund by reason, among other things, of alleged combination to fix management fees at 
excessive levels in violation of the antitrust laws and to improperly direct brokerage commissions on 
Fund portfolio transactions. By a decision of the U. S. Court of Appeals for the Third Circuit, the 
action has been dismissed as against the Fund, except to the extent that it continues to assert 2 derivative 
claim under the antitrust laws. As so limited, the action has been transferred to the UJ. S. District Court 
for the Southern District of New. York in respect of the Fund, I°. Eberstadt & Co. and Francis Williams. 


‘An action has been brought in the U.S, District Court for the Southern District of New York by a 
person who claims to be a shareholder of the Fund. F. Eberstadt & Co., Inc., F. Eberstadt & Co., 
Managers & Distributors, Ine. and the directors of the Fund are named as defendants. The complaint 
challenged the brokerage practices and the reasonableness of management fees paid by Chemical Fund, 
Inc. The complaint seeks injunctive relief and damages for the benefit of the Fund. 


OTHER ACTION 


‘The management knows of no business which will be presented for action at the meeting other than 
lurpuses 1, 2, 3, 4, 5 and 6 in the Notice of Annual Meeting. 


If any other matters do properly come before the meeting, it is intended that the proxy shall be 
voted in accordance with the judgment of the person or persons exercising at the meeting the authority 
conferred by the proxy. 
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F. EBERSTADT & CO., MANAGERS & DISTRIBUTORS, INC. 


BALANCE SHEET 
August 31, 1971 


ASSETS LIABILITIFS ANI STOCKHOLDER'S EQUITY 
CASH oc kcrccccsvenecoorereseesvesoscieees . $1,029,214 Estimated income taxes ..........+.00+--+-- $ 147,706 
Receivable from dealersandothers Other accounts payable and accrued liabilities 452,313 
on sales of Fund shares ...... $1,155,598 ye 
) 
Less—Payable to Funds upon $ o0ots 
collection for sales of their Stockholder’s equity: 
‘ 1 Se Eine ,139,95 5 : 
shares (Note 1) I 35 15,089 Capital stock $100 par value—2,500 shares 
Receivable from Funds including management P authorized and outstanding (Note 3) 250,000 
fees of $418,459 Cbd COCK CHS CES OC HOSE ESS ORS 419,510 Retained earnings (Notes 2 and 4) eae 1,046,702 
Receivable from F. FEberstadt & Co, Ine. ee 
Fy ES eG Se RRR 54,661 1,290,702 
- receivable ; 137 Commitments and contingent liabilities 
Oth CCOIWOIIEG oc wks o ose cee we ve BO Sect 18,037 (Notes 4 and 5) 
Furniture, fixtures and leasehold improve- 
ments, at cost, less accumulated deprecia- 
tion and amortization of $148,971 ........ 340,227 
PURINE CHIN icc gee ane aaea sane ees 19,429 
$1,896,721 $1,896,721 


NOTES TO BALANCE SHEET 
August 31, 1971 


Note 1—F. Eberstadt & Co., Managers & Distributors, Inc. acts as agent for Chemical Fund, Inc. 
and The Eberstadt Fund, Inc. in the sale of shares of the Funds. In the normal course of business, 
payment for shares sold is made to the respective Funds by the company after collection by the company 
of the purchase price payable to the Funds. 


Note 2—Operating expenses of general service departments are allocated monthly between F. Eber- 
stadt & Co., Inc. and the company. These and other expenses are paid for the accornt of F. Eberstadt 
& Co., Inc. by the company, and are reimbursed on a current basis. 


Note 3—All of the shares authorized and outstanding are owned by F. Eberstadt & Co., Inc. (a 
Delaware corporation), successor as of October 31, 1969, to the business heretofore conducted by 
F. Eberstadt & Co. 


Note 4—The company holds a. lease expiring in 1985, for office space which it shares with 
F. Eberstadt & Co., Inc. The minimum annual rental on this space amounts to $326,777 through 
July 31, 1980 and $276,257 from August 1, 1980 to July 31, 1985. Of this amount 409 is borne by 
the company. 


Note 5—The company and its parent I’. Eberstadt & Co., Inc. are defendants in a derivative 
action brought in the United States District Court for the Southern District of New York challenging 
the brokerage practices and the reasonableness of management fees paid by Chemical Fund, Inc. 


In an action originally brought in the United States District Court for the District of New Jersey, 
F. Eberstadt & Co., Chemical Fund, Inc. and Francis Williams were among the named defendants. In 
its present status, this action asserts a derivative claim on behalf or four funds of which the plaintiff 
is a shareholder by reason of an alleged combination to fix management fees at excessive levels in 
violation of the antitrust laws. Neither The [berstadt Fund nor Chemical Fund is one of such 
four funds. 
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OPINION OF INDEPENDENT ACCOUNTANTS 
To the Board of Directors of F. Eberstadt & Co., Managers & Distributors, Inc. 


In our opinion, the accompanying balance sheet presents fairly the financial position of F. Eberstadt 
& Co., Managers & Distributors, Inc. at August 31, 1971 in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding period. This opinion is based on an 
examination which was made by us in accordance with generally accepted auditing standards and accord- 
ingly included such tests of the accounting records and such other auditing procedures as we considered 
necessary in the circumstances. 


PRICE WATERHOUSE & CO. 


New York, N. Y. 
October 12, 1971 
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EXHIBIT A 


MANAGEMENT AGREEMENT 


between 
CHEMICAL FUND, INC. 


and 
F. EBERSTADT & CO., 
MANAGERS & DISTRIBUTORS, INC. 


MANAGEMENT AGREEMENT, made this fourteenth day of March 1972, between Curaicat Funo, 
Inc., a Delaware corporation (hereinafter called the “Investment Corporation”), and F. E-srrstapt & 
Co., MANacers & Disrrtpurtors, INc., a Delaware corporation (hereinafter called the “Manager’’). 


Wuereas, the Investment Corporation has been organized for the purpose of investing its funds 
in chemical, government and other permitted securities and desires to avail itself of the experience, 
sources of information, advice, assistance and facilities available to the Manager and to have the 
Manager perform for it various managenient, statistical, accounting and clerical services; and the 
Manager is willing to furnish such advice, facilities and services on the terms and conditions hereinafter 
set forth; 


Now, THEREFORE, in consideration of the premises anc mutual covenants herein contained, it is 
agreed as follows: 


1. The Investment Corporation shal! at all times keep the Manager fully informed with regard to 
the securities owned by it, its funds available, or to become available, for investment, and generally as 
to the condition of its affairs. It shall furnish the Manager with a certified copy of all financial state- 
ments, and a signed copy of each report prepared by certified public accountants, and with such other 
information with regard to its affairs as the Manager may from time to time reasonably request. 


2. The Manager shall furnish to the Board of Directors and officers of the Investment Corporation 
advice and recommendations with respect to the acquisition, by purchase, exchange, subscription or 
otherwise, the holding and the disposal, through sale, exchange or otherwise, of securities, and advice 
and recommendations with respect to other aspects of the business and affairs of the Investment Corpora- 
tion; and shall, subject to the Poard of Directors of the Investment Corporation, manage and supervise 
the business and affairs of the Investment Corporation. * No security transactions shall be executed 
through F. Eberstadt & Co., Inc. without the specitic approval of a majority of the unaffiliated directors 
of the Investment Corporation. 


3. The Manager shall supply the Board of Directors and efficers of the Investment Corporation 
with all statistical information reasonably required by them and reasonably available to the Manager; 


* This sentence not included in present Management Agreement. 
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shall furnish the Investment Corporation with an office, and with ordinary clerical and bookkeeping 
services at such office; and shall authorize and permit any of its directors, officers anil employees, who 
may be elected as directors or olficers of the Investment Corporation, to serve in the capacities in which 
they are elected. All services to be furnished by the Manager under this Agreement may be furnished 
through the medium of any such directors, officers or employees of the Manager. 


4. No director, officer or employee of the Investment Corporation shall receive from the Investment 
Corporation any salary or other compensation as such director, officer or employee while he is at the 
same time a director, officer or employee of the Manager. This paragraph shall not apply to consultants 
und other persons who are not regular members of the Manager’s staff. 


5. As compensation for the services performed and the facilities furnished by the Manager, includ- 
ing the services of any consultants retained by the Manager, ellective October 1, 1971, the Tnvestinent 
Corporation shall pay the Manager as promptly as possible after the last days of March, June, September 
and December, a quarterly fee, as per the following rates, of the average daily uct assets of the fivest 
ment Corporation during the three months ending on such days 


The fee will be computed in accordance with the table below depending on whether the investment 
results of the Fund are better or worse than those of the Standard & Poor’s Index of 425 Industrial 
Stocks over periods of the preceding 36 months computed at the end of each calendar quarter at one 
quarter of the annual rates indicated. The applicabi “percentage points”, rounded to the nearest 
hundredth, for any period shall be determined by algebraically subtracting (a) the percentage increase 
or decrease in the Index for the three years ending with such period from (b) the percentage increase 
or decrease in the Fun during the same period measured in terms of net asset value per share after 
adding back capital gains distributions during the period to the net asset value per share at the end of 
the period. 


TABLE OF FEES FOR RELATIVE RESULTS 


$1 Billion ss00 tite I 

ag ne itn yr yy of Assets of Assets $1 i Billion 
Industrial Index in Applicable Applicable Applicable 
Percentage Points Aunual Rate Annaal Rate Annual Rate 

+ 10.01 or better 40% 35% 30% 

+ 7.51 to + 10.00 i] 34 29 

+ 50: to + 7.50 38 33 28 

+ 3.01 to + 5.00 37 32 .27 

+ 1.01 to + 3.00 36 at 26 

+ 100t: — 1.00 35 (basic) 30 25 
101 to — 3.00 34 a ieee 

—- 30! to — 5.00 33 .28 23 

—- 501 to — 7.50 32 as 22 

— 7.51 to — 10.00 31 .26 .21 

— 10.01 or poorer .30 25 .20 


Note: When the average et assets exceed $1 billion, the fee will be computed separately on the 
first $1 billion and on the asscts in excess of $1 billion in accordance with the table above. The results 
of the separate calculations will be added to obtain the aggregate fee. 
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The first payment shall be made as promptly as possible after December 31, 1971, and shall con- 
stitute full payment of the fee due the Manager for the quarter ended that date. The estimated fee shall 
be accrued on a monthly basis for the purpose of computing net asset value. If this Agreement is ter- 
minated as of any date not the last day of a quarter, such fee shall be paid as promptly as possible after 
such date of termination, shall be at a rate determined by the Fund’s relative investment results for the 
three years ending on such date of termination as per the table above, applied to the average daily net 
assets of the Investment Corporation in the period from the beginning of such quarter to such date of 
termination and shall be at that proportion of such average daily net assets as the number of business 
days in such period bears to the number of business days in such quarter. The average daily net assets 
of the Investment Corporation shall in ‘all cases be based only on business days and be computed as of 
the time of closing of the New York Stock Exchange. Each such payment shall Le accompanied by a 
report of the Investment Corporation prepared either by the Investment Corporation or by a reputable 
firm of independent accountants which shall show the amount properly payable to the Manager under 
this Agreement and the detailed computation thereof. 


6. Subject to paragraph 4 hereof, there shall be paid by the Investment Corporation (a) the com- 
pensation payable to its directors for their services as directors, and (b) the compensation payable to 
those directors serving on the Portfolio Committee for their additional services as members of this 
Committee. 


7. The Manager assumes no responsibility under this Agreement other than to render the services 
called for hereunder, in good faith, and shall not be responsible for any action of the Board of Directors 
of the Investment Corporation in following or declining to follow any advice or recommendations of the 
Manager. 


8. Nothing in this Agreement shall limit or restrict the right of any director, officer, or employee 
of the Manager who may also be a director, officer or employee of the Investment Corporation to engage 
in any other business or to devote his time and attention in part to the management or other aspects- of 
any other business, whether of a similar nature or a dissinular nature, nor to limit or restrict the right 
of the Manager to engage in any other business or to render services of any kind to any other corpora- 
tion, firm, individual or association. 


9. As used in this Agreement, the term “security,” “chemical security,” “government security,” 
“other permitted security” and “net assets,” defined in Article Ninth of the Certificate of Incorporation 
of the Investment Corporation, shall have the meanings ascribed to them therein; and the terms “assign- 
ment” and “majority of the outstanding voting securities” shall have the meanings given to them by 
Sections 2(a) (4) and 2(a) (40), respectively, of the Investment Company Act of 1940. 


10. This Agreement shall terminate automatically in the event of its assignment. 


11. This Agreement may be terminated at any time, without the payment of any penalty, (a) by 
the Board of Directors of the Investment Corporation or by vote of a majority of the outstanding voting 
securities of the Investment Corporation by sixty days’ written notice addressed to the Manager at its 
principal place of business; and (b) by the Manager by sixty days’ written notice addressed to the 
Investment Corporation at its principal place of business. 
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12. This Agreement shall be submitted for approval to the Board of Directors of the Investment 
Corporation annually. This Agreement shall continue in effect only so long as its continuance is 
specifically approved annually by the Board of Directors of the Investment Corporation *by vote of a 
majority of those Directors who are not parties to this Aarcement or interested persons of any party 
to this Agreement cast in person at a meeting called for the purpose of voting on such approval, or by 
vote of a majority of the outstanding voting securities of the Investment Corporation. 


13. This Management Agreement shall become effective March 14, 1972 and the terms of the 
existing Management Agreement, dated May 14, 1971 shall then terminate. 


In Witness \Wuereor, the parties hereto have caused this Agreement to be executed by their 
officers thereunto duly authorized. 


CHEMICAL Funp, INc. 


CorPorRATE SEAL Robert C. Porter, President 


Attest: 

ME Abe cidsteeediweurecnaaadekeetione 

Mary A. Barry, Secretary 
F. Exerstapt & Co., 
Manacers & Distrisutors, Inc 
BY sishnndcasGaeswvamaeen teased eseees 
r Francis S. Williams, 

CorPorATE SEAL Chairman of the Board 
Attest: 

Mis enot ceeaeeeds canaareaoleme eee 


David H. Dievler, Secretary 


* Italicized words to be added. 
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CONFIDENTIAL - FOR DIRECTORS ONLY January 9, 1967 


DoftrExh. For ID ....£f 


Memorandum to The Boards of Directors of Pit. Exh. i). 
Chemical Fund, Inc. and The Eberstadt Fund, Inc. Walter Shapiro csr 
Doyle Reporting Inc. fs 
C-27-77 


Public Policy Implications of Investment Company Growth 


Report of the Secur‘ties and Exchange Commis?’ on 
Transmitted to Congress Under Date of December 2, 1966. 


We have given careful study to the above Report and Recommendations 
of the Securities and Exchange Commission to Congress and have set forth 
below our preliminary analysis of the Report and Recommendations as they may 
affect Chemical Fund and The Eberstadt Fund. We do not concur in some of 
the Recommendations and are not affected by others. It is tvo early to fore- 
cast what legislation may result from Congressional consideration. However, 
your Manager & Distributor is convinced that any legislation that may be 
passed by Congress will not impair the value of the shares of either fund. 
The SEC in transmitting its Report to Congress states "the stress of the 
Report on regulatory problems and the need for their solution should not 
obscure the fact that on the whole, investment companies have been diligently 
managed by competent persons and that the general record of the industry is 
cne of which it can j stly be proud". 


The Report, however, does reflect almost eight years of work and, 
therefore, warrants an analysis of the various points reviewed even before 
specific legislative proposals are put before Congress. 


1. Summary of Report 


The NASP prepared an outline of the major Recommendations in the 
Report, which is attached hereto as Exhibit A. The Report iteelf in Cl.apter 
I, pages 7 through 32, sets forth the SEC's summary of the Report. Copies 


of the Report are available if any Director wishes to review it in more 
detail. 


2. Recommendations Not Applicable 
The following Recommendations are not applicable to either fund: 


(a) Abolish the front-end load for contractual plan sales. Neither 
fund has a contractual plan. vey 


(b) Prohibit mutual fund holding companies. No mutual fund holding 
companies are involved with either fund. 
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(c) Allow capital gains distributions no more than once a year, 
This has been \..cmical Fund's practice for many years and would cali 


for no change. The same policy applies to The Eberstadt Fund. 


(4d) Prohibit Sales of mutual fund management companies if the 
Sale would impose additional burdens on the fund or its shareholders, 
No sale of the management company is contemplated, 

(e) Tighten curbs on insider trading by fund managers, Both 
funds already have strict rules prohibiting inside: trading and 
require monthly reports, 


3. Recommendations Applicable 
(a) Require mutual fund managers' compensation to be reasonable, 
The SEC recommends that the Investment vompany Act of 1940 be amended 
to provide an express statutory standard of reasonableness ror management 


costs and that the SEC be given statutory authority to institute suit 
on its own behalf or on behalf of shareholders and to intervene in 


Shareholders' or directors! @pproval would raise no presumption of 
reasonableness, 


The SEC Report on page 134 discusses the 196] Meiselman decision 
involving the management fees of Chemical Fund, The Report says, 
"Meiselman was an atypical case in that it involved an advisory fee rate 
that had been voluntarily reduced to a level unusually low for the mutual 
fund industry then or, indeed, now". Ina footnote, the Report continues 
“at mid-year 1966 Chemical's net assets were approximately $437 million. 
Its 1965 advisory fee amounted to 0.30% of net assets and was still among 


-» However, it was more than double the management costs of the intern- 
ally managed Massachusetts Investors Trust and the companies in the 
Broad Street complex. The plaintiff in the Meiselman case does not appear 


distribution of the Funds. Neither they nor any other partners of the 
firm act as investment advisers to non-fund clients. The management 
costs of internally managed funds such ag Massachusetts Investors Trust 
and the companies in the Broad Street complex are discussed below on 
pages 4 and §, Their costz are, of course, based on substantially 
larger pools of assets being managed, 
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The references on pages 114 through 122 deal with a comparison of 
mutual fund advisory fees versus fees charged other types of investment 
advisory clients. The references deal principally with fees charged 
by banks on $100 million pension and profit sua~ing plans which amount 
to 0.06% in most of the e- amples. The Repor*® recognizes that there 
are differences in the factors effecting the cost of providing invest- 
ment advice to mutual funds and pension and prof_t sharing plans that 
may explain in part the higher fees paid by mutual funds but points 
out that the bank'r charge also includes custodial services which are 
& separate charge to the mutual fund in most cases. The Report also 
points out: 


"Of course, apart from advisory fees, banks may receive other 
business he:.efits from the management c“ pension and profit-sharing 
plan assets which do not inure to mutual fund advisers. Moreover, 
the investment adviser to a mutual fund may incur significant expenses 
and expend considerable effort in organizing the fund and subsidizing 
its operations before advisory fees generate sufficient revenue to 
cover management costs. In view of the vigorous sales competition 
in the mutual fund industry, the organization of a new fund involves 
entrepreneurial risk. The adviser at least in part looks to the 
advisory fee for compensation for this risk. 


"Moreover, the responsibility of mutual fund advisers for the 
operation of the funds is more comprehensive than that normally 
assumed by advisers to pension or profit-sharing plans. In addition 
to investment advice and most of the administrative services provided 
by bank: to pension and profit-sharing plans under their management, 
the mutual fund adviser is usually concerned with administering the 
fund as a corporate or trust entity. This involves the adviser in 
various aspects of shareholder relations, including the preparation 
of proxy material and arrangements for annual meetings, and it must 
assume the responsibility for complianc with recordkeep_ng and 
reporting requirements and other aspects ~f Federal and State regula- 
tion. As previously noted, these services are usually provided by 
the mutual fund investment adviser and paid for by the advisory fee. 


"These functions, however, account for oniy a portion of the 
diiferences between the advisory fees charged mutual funds and those 
charged pension and profit-sharing plans." The Report dismisses in 
a footnote the fact that the only bank sponsored fund, that of the 
First National City Bank, charges a flat fee of 0.50% on the average 
net assets in the account to the fact that the competitive pressures 
on advisory fees for this type of account may not be the same as those 
that have operated on the fees charged by banks for pension and profit 
sharing plans. It does not refer to the fact that the minimum invest- 
ment in the First National City Bank Fund is $10,000. It should be 
noted also that since the date of the Report the United States Trust 
Company has set up a mutual fund for foreign investors to enable foreign 
investors to invest in the United States market and is also charging a 
flat 0.50% management fee. Banks generally charge a fee of 1/2 of 1% 
on their common trust funds plus a termination fee, 
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The Report, while recognizing that the banks receive other benefits 
from a pension fund, completely ignores the practice wf the large banks 
and trust companies of performing many services for little or no charge 


is now allowing Chemical Fund 5 1/2% on its balances in excess of 
$2,700,000 as a credit against the transfer fees, The common practice 
of the Wall Street trust companies is to give brokerage business from 
their trust accounts to brokerage firms in return for dollar deposits 
at the current rate of approximately 8%. In other words, the trust 
company can afford to handle the pension fund for @ very low fee because 
the brokeroge business generated by the trust brings in large deposits 
from the brokerage firms. Generally Speaking, pension funds are also 
related to other corporate deposit and loan relationships and corporate 
trust fees. The float on a dividend disbursing account or on pension 
plan accounts is also very profitable to the trust company. Trust com- 
panies which own their own buildings also direct trust brokerage business 
to tenants which are brokerage firms in order to offset high rentals 

f and obtain fu]1 Occupancy of their buildings. — 


We believe, therefore, that the comparison with pension fund fees 
is completely unrealistic. A recent report »%n the investment perform- 
ance of certain bank administered pension funds also indicates that 
their investment records do not compare favorably with the more contin- 
uously supervised and better managed mutual funds, 


The Report on pages 102 through 114 compares the costs of internally 
managed versus externally managed investment companies. The 1965 estimated 


0.36% for Madison Fund, Inc. The median estimated cost ratio for the 
eleven companies was 0.25%. This compares with the 0.30% (exclusive of 
directors' fees) for Chemical Fund based on the tapered management fee 


The size of the assets managed obviousiy effects the expense ratio 
™~ both as to estimated management costs and total expenses. In the case 
of MIT, with net assets of $2, 102,000,000, the total expense ratio was 
0.18% whereas in the case of Massachusetts Investors Growth Fund, with 
assets of $738,900,000, the total expense ratio was 0.38%. The 80-called 
Broad Street Group, with total net assets of $1,346,500, 000, had a total 
expense ratio of 0.19%. However, when brokerage commissions taken by 
J. & W. Seligman on portfolio transactions are included, the total expense 
ratio is 0.35%. We estimate that if the present tapered management fee 
of Chemical Fund was applied to the approximately $1.4 billion of assets 
© the Broad Street Group, the management fee would be 0.21% and total 
expenses 0.23%. 


hg sibs Spy oe) A Ves > 
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not affiliated with direct sales organizations or with brokerage firms 
which take brokerage on portfolio transactions of the fund. The manage- 
ment performance of these funds is also set forth for various periods 
rangi * from one to ten years. Based on this comparison, Chemical Fund 
ranks second or third lowest as to the total expense ratio including 
brokerage. The difference in ranking depends on whether state and local 
taxes applicable to capital gains are included or excluded from operating 
expenses. From a performance standpoint, Chemical Fund ranks first over 
the ten year period ended December 31, 1965 and fourth over the shorter 
periods shown. Since the performance comparisons add ordinary income 
dividends to the perce:.tege of gain, the low yielding funds are penalized 
as against the higher yielding funds. It is interesting to note that 
Fidelity Trend Fund, with an aggregate epense ratio including brokerage 
of 2.23%, is nevertheless the best performing fund over the five year 
period to December 31, 1965. It is also significant to note that Chemical 
Fund's brokerage commissions are the lowest in the group at 0.10% com- 
pared with an average of 0.32%. 


Schedule IA is also included showing a similar compariton for the 
Broad Street Group, Dreyfus Fund and Investors Mutual. 


It would appear that the management fee and operating expenses, 
including brokerage, for Chemical Fund are among the lowest for the 
externally managed funds and closely competitive with those of the 
internally managed funds of comparable size. Obviously, the management 
fee and operating expense ratio of the Eberstadt Fund with only $1 
million of assets is substantially higher. However, in accordance with 
the Blue Sky Laws of the State of Ohio, M & D has agreed that the total 
opersting expenses of the Fund will not exceed 0.75% of average net 
assets. At an appropriate time, consideration should be given to the 
possibility of lumping the assets of both funds for the purpose of 
computing the tapered scale of management fees. This, in effect, would 
give the Et :rstadt Fund the benefit of the present 0.25% management fee 
applicable to Chemical Fund on those assets in excess of $125 million 
and 0.20% on those assets in excess of $500 million. It is estimated 
thet even with this reduction in management fee, the average net assets 
of the Eberstadt Fund will have to exceed $ million before the total 
operating expenses will be reduced to 0.75%. 


The Investment Company institute is now having an economic survey 
made to compare the cost of managing mutual funds with other comparable 
situations. 


We believe that the SEC's recommendation that it be given the 
statutory authority to institute suit on its own behalf or on behalf 
of shareholders, and to intervene in privste actions, to recover claimed 
excesses in management fees would lead ‘ ~ undue litigat’ a expense and 
would interfere, from a time standpoint, with the orderly management 
of mutual funds. : 
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(b) Prohibit pive-ups by mutual funds. Chapter IV of the Report 
recommends that Securities Exchanges adopt plans to grant volume dis- 
counts for large investors and at the same time recommends that customer 
directed give-ups be prohibited. The SEC apparently believes that if 
volume discounts are granted to mutual funds, the problems of reciprocal 
business will be shrunk to unimportant proportions, 


As indicated in Schedule I referred to above, the total amount 
of brokerage business of Chemical Fund is approximately one-third the 
industry average. This is due to (ue fact that the portfolio turnover 
of Chemical Fund has averaged between 5% and 9% during each of the last 
four years compared with a current industry average of 18.7%. The SEC 
Report emphasizes that portfolio turnover by mutual funds has increased 
in the last few years end amounted to 27.8% in the first quarter of 
1966 and 32% in the second quarter. The annual turnover rates of common 


stock holdings by selected institutions and on the New York Stock Exchange, 


1960-1965, is shown on page 285 of the Report as follows: 


1960 1961 1962 1963 1964 © 1965 


———— 


Non-insured private 


pension plans 4.5% 6.2% 4.6% 6.5% 7.0% 7.1% 
Open-end investment cos, 14.7 16.4 14.7 16.6 16.8 18.7 
Life insurance companies bee 10.2 5.9 9.3 9.  . 1050 
Property and casualty 

insurance companies (a) (a) 5.9 dee 6.9 6.5 
N. Y¥. Stock Exchange (b) 12.4 LS.2 12.9 14.5 13.6 14.5 


(a) Not available. 


(b) Dollar volume of trading for period divided by average of market 
value of listed stocks; includes preferred stock. 


As indicated above, Chemical Fund's tucnover rate is substantially 
below not only the mutual fund average but the average rate for the 
entire Stock Exchange, 


We believe, therefece, (>a: the recommendations of the SEC would 
benefit both funds in that tic volume discount would reduce the cost 
of opereiion and the elimination of give-ups would make the funds more 
compecicive from a sales standpoint since they would be purchased on a 
perforugice basis rather chan a reciprocal business basis, a practice 
in which Chemical Fund has not been compecitive with the industry be- 
cause of the low amount of brokerage commissions availabie. The SEC 
4pparently looks with favor on the practice of using brokerage business 
on portfolio transactions to reduce the cost of management. It strongly 
endorses the method of operation of the Broad Street complex in which 
the partners -f J. & W. Seligman receive substantial profits from the 
brokerage bus: ess carried out for the investment companies in that 
complex. It dovs not refer in this connection to the risks of excessive 
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portfolio turnover nor to the pending derivative stockholder suits 
against this complex based on th2 theory that the funds could save 
money by using the third market or direct trades. The Repc t also 
points out that IDS is now a member of the Pacific Coast Exchange 
with the fund receiving the full profit on this brokerage business 

. d the fact that the United Fund Group is also a member of the 
Pacific Coast Exchange with the fund receiving 50% of the profit. 
They refer to the fact that the brokerage subsidiaries do substantial 
amounts of Pacific Coast Exchange business for brokers who execute 
orders for the funds on other exchanges. 


(c) Impose a ceiling of 4 3/4% compared with the current level 
of 8 1/2% on mutual fund sales. Chapter V of the SEC Report recommends 
that a 4 3/4% ceiling be placed on sales commissions compared with the 
existing maximum of 8 1/2% of the offering price. This ceiling would 
be the equivalent of 5% of the net asset value. The Report provides 
no economic justification for its recommendations nor any evidence that 
dealers' and salesmens' earnings on the sale of mutual funds are ex- 
cessive. It fails to recognize that nutual funds are a quite different 
investment than an individual stock and the method of distribution is 
quite different and much more costly. The Report fails to recognize 
that the commission on mutual fund shares is a one-time charge, usually 
with no charges on redemption. Thus a current commission of 8 1/2% 
really becomes 4 1/4% when both purchase and redemption are taken into 
account. At this rate of commission, the gharge, even to the small 
investor, is not excessive. Reasonableness of sales charges should be 
measured not against the cost of acquiring individual stock, but 
against the cost of acquiring even a modest amount of diversification. 
For the :verage investor to obtain even a fraction of the diversifica- 
tion available in a mutual fund, the cost would exceed the cost of 
acquiring mutual fund shares, For example, an initial investment of 
$4,000 in Chemical Fund results in a sales charge of $340 but gives 
the investor his proportionate share of the Fund's investments in the 
securities of 61 different companies. Most investors would not invest 
as little as $65 in each of 61 securities but if one did, the minimum 
odd-lot brokerage of $6 on each purchase and $6 on each subsequent sale 
wou” amount to $732, more than twice the commission on the mutual fund 
pur ase. The Monthly Investment Plan of the New York Stock Exchange 
has a minimum commission of 6% on each periodic payment up to $100. 
When and if the securities are sold, there would be a similar minimum 
commission of $6 on each transaction under $100. Thus, under the 
Monthly Investment Plan, if the investor wished to own 61 different 
stocks, his in-and-out commission charges would be substantially higher 
than those on a mutual fund and he would not have received the other 
benefits and services accorded to an investor in 4 mutual fund, Mutual 
funds provide a wide variety of attractive services in addition to 
professional management and diversification, such as accumulation 
accounts, withdrawal plans, automatic reinvestment, immediate cash 
redemption without charge, and other conveniences of ownership not 
generally available through other forms of equity investment. Mutual 
fund sharer are generally held as long term iuvestments and not for 
trading purposes. 
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The average sales commission charged by Chemical Fund over the 
past three years has been 6.31%, which is but a small fraction of the 
prevailing commission rates for the sales of insurance. drugs, books, 
travel services, electrical appliances, jewelry and many other articles 
of conmerce. The list of investor services in the prospectus and 
quarterly and annual reports of both funds emphasizes the policy of 
making available to investors quantity discounts through the use of 
“letters of intent" and "rights of accumulation", which enable an 
investor to take advantage of the tapered charges on large purchases, 


We feel, therefore, that further economic study must be given to 
the recommendation of the SEC before any changes in sales commissions 
are considered. The basic concept of the mutual fund industry is to 
have @ continuous flow of funds coming from the sale of new fund shares 
which will keep the fund in a net sale position rather than in a net 
redemption position and thus provide for orderly redemptions of the 
funds' shares without adversely effecting portfolio management. The 
continuous flow of new funds into an investment trust gives the manager 
additional incentive in carrying out his investment duties and thus 
generally improves the long term investment performance of the fund. 


Chapter V also recommends that any sales charge on reinvestment 
of ordinary dividends be eliminated. The practice of both funds has 
been to permit capital gains dividends to be invested at net asset 
value without commission but commissions have been charged on the 
reinvestment of ordinary income dividends. The basic purpose here 
has been to cover the cost of reinvesting ordinary income dividends 
which are generally small in amount. It has been felt in the past 
that each stockholder shouhd pay his share of such cost. However, 
the SEC Report on page 215 in footnote 58 points out that Rule 22(d)-1 
under Sec. 22(d) of the Act “allows a fund to bear the entire cost of 
a dividend reinvestment plan if every shareholder is given the opportunity 
Co reinvest his dividends at net asset value. If dividend reinvestment 
is only open to plan participants, the fund cannot bear the expenses 
of such a plan in excess of the cost of issuing dividend checks". Some 
funds require the stockholder to pay the 55¢ bank charge on the reinvest- - 
ment of his dividends. 


Sales charge. This might substantially increase the number of stock- 
holders reinves ing their ordinary dividends ap? ‘ould also permit a 
saving on bank charges if the capital gains ar dinary income dividend 
at year-end could be reinvested in a Single tr «* tion, 


With respect to the sales charge in general, it is believed that 
most distributors of mutual funds, including the undersigned, lose money 
on the distribution end of their business. This is, of course, not true 
of some of the larger funds with high sales volume contributed to by 
reciprocal business. 
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4. Summary 


The management and distribution of a mutual fund is closely regulated 
not only by the SEC but by the National Association of Securities Dealers and 
the Blue Sky Commissioners of the fifty states under the applicable Blue Sky 
laws and regulations of these states. There is no comparable industry which 
lives more in a "goldfish bowl" than a mutual fund. We believe that the daily 
publication of prices and the issuance of quarterly and annual reports to 
stockholders plus an annual prospectus with additional reports filed not only 
with the SEC but with the NASD and various Blue Sky Commissioners insures 
every investor that he has adequate information not only before he purchases 
the shares of a mutual fund but also to determine almost on a daily basis how 
well the manager is performing his services. Information as to alternative 
forms of investment is also readily available to each stockholder. In addition, 
the stockholder has the benefit of the supervision and judgment of the independ- 
ent mewbers of the Board of Directors of the Fund. 

We believe that the long term investment performance of a mutual 
fund is far more important to the investor than the rate ot management fees 
or sales charges. We believe that the long term performance record of Chemical 
Fund as shown in the attached schedule is favorable and that ite total manage- 
ment expenses, including brokerage commissions, are among the lowest in the 
industry and fully competitive with other comparable forms of investment medium. 
We believe that sales commissions are reasonable when considered in the light 
of "what is necessary to move the merchandise" and thus provide continuing 
liquidity for the mutual fund investor without undue portfolio turnover. 


As indicated above, we recommend that the respective Boards of 
Directors of the two funds consider taking action at the appropriate time, 
probably after the Congressional hearings, to: 


1. Amending the management contracts of both funds to provide that the 
present tapered management fee scale be computed on the combined average daily 
net assets of the two funds or any other funds that may subsequently be managed 
by F. Eberstadt & Co., Managers & Distributors, Inc. This combination will 
give the Eberstadt Fund the benefits of the tapered management fee as applied 
to the larger combined assets of the two funds and may accelerate the point 
of time in which the stockholders of both funds will receive the benefit of 
the 0.20% management fee applicable to average daily net assets in excess of 
$500 million. 


2. Giving the stockholders of each fund the opportunity to reinvest 
his ordinary dividends at net asset value without the impositior of any seles 
load and that the costs of such dividend reinvestments be charged as expenses 
of the res;ective funds. . 


\ 


In addition, we recommend that both funds cooperate with the 
Investr.ent Company Institute in any studies that it may undertake with respect 
to the reasonableness of existing management fees or sales loads so as to deter- 
mine more fully the underlying economic considerations. We recommend that the 
funds take a position favoring volume discounts for large institutional investors. 
We recommend.that both funds continue the practice of using give-ups until such 
time as the SEC or Congress shall rule against that practice. 


F, EBERSTADT & CO., 
MANAGERS & DISTRIBUTORS, INC. 
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Outline of Ma jor Recommendations in the SEC Investment Companies Repor 


Prepared by National Association of Securities Dealers - December 1966 


Chapter I - Background, Scope and Summary 


In this chapter, the SEC states, before summarizing its recommendations 


to the Congress, that: 


"> .on the whole the investment company industry reflects diligent 
management by competent persons. The flagrant abus which pre- 
vailed prior to 1940 and prompted the enactment of tiie Act have 

to a significant extent been eliminated. Under the guidelines 
established by the Act the investment company industry has acted 
responsibly to provide a useful and desirable means for investors 
to obtain diversification of investment risks and professional 
investment management. Thus, this report should not impair public 
confidence in investment companies." 


Chapter II - Regulatory Background of the Investment Companies Act of 1940 


This chapter gives the legislative history of the 1940 Act and refers 
to the various problems associated with the growing importance of mutual 


funds, 


Chapter ITI - Managenert Cost 


SEC Recommendations: 


1. The Investment Company Act of 1940 should be amended to 
provide an express statutory ‘tandard of reasonableness 
toward management costs. 


2. Reasonebleness of such costs would be judged by the Src 
on the basis of those which prevail in similar institutions 
such as pension plans, bank ccmmon trust funds and internally 
managed investment companies. Shareholders’ or directors’ 
approval would raise no presumption of reasonableness. 


3. SEC seeks statutory authority to institute suit on its own 
behalf or in behalf of shareholders to recover claimed 
excerses in management fees. All papers involved in pros- 
pec’ 've shareholder suits would be required to be filed 

‘th the Commission. 


4. The 1940 Act should be amended to prohibit pom sale or 
tran. fer of investment adviser responsibilities when .t 
appears affirmatively that they are likely to impose 
additional burdens on the investment company involved. 
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Chapter IV - Portfolio Transactions, Including Reciprocal Business 


SEC Recommendations: 


1. Securities exchanges should adopt plans to provide volume 
discounts for large investors. 


2. Any give-ups or other concessions directed by Fund under- 
writers and management companies to dealers of their 
choosing chould be prohibited. 


3. Commissions received by brokers affiliated with mutual fund 
management companies should be incluced in judging the reason- 
ableness of management costs. 


4. SEC wants authority to require all management companies and 
investment advisers to adopt Codes of Conduct, meeting a 
specified minimum standard, that would requive reporting of 
all employees’ securitics trading activiti :. 


5. Prohibit capital gain distributions more than onc per year. 


Chapter V - Distribution and Cost 


SEC Recommendations: 


1. The 1940 Act’ should be amended to limit sales charge’ on 
fund shares to 5 percent of net asset value. This would 
be equivalent to 4 3/4 percent of the offering price ard 
contrasts with the present level of approximately 8 1/2 
percent of offering price. 


2. The 1940 Act should be amended to give SEC authority to 
adjust maximum sales c'iarger as it deems appropriate. 


3. All dividends should be required to be reinvested at net 
asset value rather “en at the public offering price, thus 
eliminating any sale. charge on dividend reinvestment. 


4. Contractual plan "front end loads" should be abolished and 
total sales charges on contractual plars and Pace Amount 
Certificates would be limited to 5 percent of net asset 
value, or 4 3/4 percent of the offering price. 


Chapter VI - Size of Funds and Investment Performance 
—eprer wit ze of Funds and investment Performance 
; The SEC recommends no size standards should be set, beyond the present 


minimum requirement in the Act. The report states that the Commission will 
continue to observe the effects of size on performance. 
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Chapter VII - Investment Company Growth and Market Impact 


SEC Recommendations: 


Ls 


The Commission seeks authority to require the availability 

to the SEC of information on transactions and other Statistical 
data of all financial institutions including mutual funds, 
pension plans, banks, insurance companies and charitable 
foundations, 


Chapter VIII - Investment Company Relationships With Portfolio Companies 


SEC Recommendations: 


l. 


Mutual fund holding companies should be prohibited. This 
would eliminate mutual funds' purchasing shares of other 
mutual funds, 


Chapter IX - Administration of the Investment Company Act 


This chapter contains recommendations for numerous technical chanses in 
the Act and in the Investment Advisers Act of 1940. A few of these are: 


l. 


The registration of a series of funds under one registration 
statement should be prohibited; rather, each fund in a "series" 
should be registered separately. 


Saies charges on exchanges of funds within a group or "family" 
should be prohibited. 


The Act should be amended to bar any of the persons now specified 
in section 9 of the Act, who have violated any provisions of the 
1933, '34 or '40 Acts, from being affiliated with a management 
company or fund. 


The Act should be amended to give the SEC authority to bar any 
person from certain affiliations with investment companies for 
“abuse of trust" and to seek to enjoin any such affiliation 

for "breach of fiduciary duty" as determined by the Commission, 


The Investment Advisers Act should be amended to give the 
Commission authority to proceed directly against individuals 
without the necessity of joining the employing firm. 


The Investment Advisers Act should be amended to eliminate 
management compensation based on fund performance, such as 
those based on comparison with a market index or on appreci- 
ation of net asset value per share. 
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SULLIVAN & CROMWELL - 5 
F | a E a O P Y “PLEASE NOTE ANC 
an 
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suc Me : 
CLIENT CEEMICAL FUND, INC. ___—s February 2o, 1903°™ 


MATTER... USOT 


the Borrd of virectors, 
Chenicorl Fini, Inee, 


CQ POR GAY, 
“Ow Yuriy New York. 


vear irs: 


You hive acke!t 15 to review the metho: by 
whlch F. iberstadt .. COcey .ANAZerg « Wistributors, Ine. 
(the "osngeor") plsces brexereave orders for Chenical 
Pund, Ine. (the "Pund") oni Cireets the allceation of a 
portion or the brokerace courtesicns irisin; therefrow 
to brehers other thin the broker exocutias the order, 

AS You uot, Fe Lberstait . Cosy the sole steekholder of 
the wanacer, bocuza a member of the Now York Stock 
nxchansze in lip and, since thnt tine, as a matter cf 
policy, bas not exscutce brokerage orders for the fund 
or requested or received "siveeups" on business dens for 
the func by otier brokers on the Now York or other stock 
exchanres. 


c@ have reviowed Sceurities xchange Act 
Release No. S239, dated January £6, 1903, which discusses, 
among other things, the level and stricture of commission 
rates on the New York Stock »xchansa, the practice of 
reciprocity and "give-ups", and the possibility of a manager 
receivirn= comtissicns or "sivee-ups" in connection with a 
fund's portrolio transacticns in reduction of the management 
fee by all or a poerticn of such brokerage commissions or 
"give-urs." The Release also propeses the adoj. tion of Rule 
lOb-10 under the Securitios txchange Act of 194). ‘oa 


BefiFih. For iD 1.72 
Pat. Exh. ey ocoeqrees 
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The Beard of Yirectorn, 
Cneulieal cuni, Inc. na 


uncerstand that you hove received x Copy of this Nelease,. 
e2 Rave ales ovagined the Investront Company Aiet of 10:0 
and such other m:ttere of law ag 23 heave considered 


HooProrriate, 


on the tasis of the above and ascuuins that the 
rd of Directors has considered 111 the relevant facts 
vancorning tiis matter, ineluliny the ro3ssibility cof 
Bdjo.tin« altcrn-te motisis of pending the rund's broiicra co 
business sheraby a portion of tha Conmissions gicht be 
n ir 


seracont fee, ant essucing 


ig Surther 
that, as a recult of such Consileration, the Joan! of 
Lirectors hes ecnz2 to the Conclusion as 9 mitter of reason- 
able business juismert that it is in the best irterest of 
the buns ang its shareholsers that the contiruaticn of the 
prasent method of placiny brokerate orgers ani diresctin: 
“siveeups" be ay; Poved, it is cur coinisn that such approval 
rould be lnifvl. 


Very truly yours, 
ery VA% & ROR: 
rBLe LLI CRORE SLL 


tw 

yy AVAL Se 

| Cour \ hs 
‘LN. 
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Report to the Unaffiliated Directors of Chemical Fund, Inc. on the Management and 
istribution Agreements with F. Eberstadt & Co., Managers & Distributors, Inc. 


Distribution Agreements with F. Eberstac’ & So eee ee eeooaoosaeosnsnoo 


Purpose of the Report 


A role of the unaffiliated direc‘ors is to review the management and 
distribution agreements to satisfy themselves that renewal is justified and, if so, 
whether the same or different terms are reasonable and in the best interests of the 
stockholders. Many factors are to be considered, especialiy the relative perforn- 
ance of the fund and the relative cost to stockholders. 

The purpose of this report of your subcommittee is to summarize briefly 
the conclusions which have emerged from our review of the relevant factors. We 
are prepared to respond to any questions which any director may care to raise. 


Performance 4 => ¢ - 


—_"* 


The most important questicn before us is the integrity and quality of the 
management organization. The officers of the Fund, whom we have elected, are the 
executive officers of the manager and distributor. We have repeatedly passed upon 
their integrity in electing them and have found no reason of any kind to question 
this judgment. | 

The quality of investment ‘management can be measured, at least in part, 
by the returns fo stockholders “over the recent past and over a longer span of 
years. In this type of fund, with long-term capital growth as the primary 
objective, a rough measure is the percentage of net increase in asset valves 
adjusted for capital gains distributions. A valid comparison, in our opinion, is 
with Massachusetts Investors —— Stock ed'wed Nationsl Investors, both of 
which are well managed, seek similar objectives, and invest in stocks of good 


quality. The record is as follows: 


DetteExh. Forip 2! 
Pif. Exh. ta-€¥V ...:...... 
Walter Shapiro CSR 
Dowe Reytrting Inc. 


6-24-79 | 


322 


PLAINTIFF'S EXHIBIT 76 
Se 


a 


Adjusted Net Increase in Net Assets 


One Year Six Years Twelve Years 
1967 1962-1967 1956-1967 
’ Chemical Fund 28.87% 78.0% 199.3% 
M. I. Growth 2753 56.4 182.5 
‘National Investors 29.4 56.9 187.2 
S & P 425 Industrials 23.3 38.8 109.9 


This record of performance entitles the Fund to be ranked among the best 
managed of its type. We believe that profit incentive has contributed to these 
favorable results for stockholders and that this incentive should be maintained. 
As in most fields of business, good management is economical; only poor or mediocre 
management is expensive. The stockholders are best served, in our opinion, by 
paying the managers well and holding them to high standards of proficiency. 

We are not so favorably impressed with the distribution of the Fund's 
shares, although the performance has been adequate in sustaining the Fund's 
investible funds. The losses sustained in distributing shares are, we think, an 
appropriate incentive of a different kind to encoura’ . the devising of a more 
efficient and effective effort. We believe that such losses are a proper offset 
to the profits derived from the management function. 


Compensation 


The scale of management fees and distribution commissions is in line 
with or below those generally prevailing in the mutual fund business. The total 
operating expense ratio of the Fund was 0.37% in 1967, compared with 0.47% five 
years ago and 0.54% ten years ago. This is a favorable trend and the current 
figure is below the comparable ratio for funds of similar size. As emphasized 


above, however, this statement {‘s meaningful ouly in relation to investment 


performance, 
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It is ovr conclusion tuat the managemer fee is reasonable in light of 
the results being achieved and we aacvusiial renewal of the management agreencnt on 
the same terms. The distribution c ion scale approximates the standard for 
other load funds. We see no reason t>» cliange this arrangeuwent. 

In Release No. 8239 dated January 26, 1968, the SEC discusscs the level 
and structure of commission rates on the New York Stock Exchange, the practice of 
reciprocity and “give-ups" and the possibility of a manager receiving commissions 


or “give-ups" in connection with a fund's portfolio transactions in seducti-a of 


the management fee by all or a portion of such brokerage commissions or ‘give-ups". 


‘We have studied this Release and the pro’ os21 to issue Rule 10b-10 on the subject of 


give-ups and we also read the opinion of Messrs. Sullivan & Cromwell addressed to 


the Board of Directors of Chemical Fund dated February 20, 1968 dealing with this 


subject. 

In 1967, as fully disclosed in the proxy statemznt, the Fund paid brokerage 
commissions of $618,000. Of this disuse: $510,000 was allocated to dealers based on 
the volume of Fund shares sold. The allocation of br kerage business and the use 
of directed give-ups can be regarded as additional jeniniacanties to dealers who sell 
Fund shares. This is a long established practice of the business, which has been 
followed by Chemical Fund with the full knowledge of the Board anu the stockholders. 
In addition to the information regularly provided in proxy statements, prospectuses 
and Form N-1R, the manager has reported from time to time and the Board has approved 


these practices. The specific allocations to individual brokers are made by the 


_ fund's officers without prior review by the directors but in accord with the general 


policy approved by the Board, 
We quote from the SEC release zs follows: "“Wany mutual fund managers 
believe that so long as this type of sales incentive can be given to dealers, com- 


petition among mutual fund managers for the favor of dealers will make it difficult, 
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if not impossible, for any individual fund manager to fail to provide such compensa- 
tion to dealers, both members and ian of exchanges, selling shares of his 
funds." We agree completely with this statement. Regardless of the merits of this 
method of doing Saciense it is not practical to attempt a change for Chemical 

Fund at this time.even though we recognize that it would be possible to request the 
manager to execute some portfolio transactions as @ membe, of the New York Stock 
Exchange or request give-ups on portfolio transactions which would be credited 
against che amount cf the management fee. 

We believe that the directors must look upon this vestion realistically 
and in proper perspective. Chemical Fund has a very low portfolio turnover rate. 
The Board retains sitee control over tha te of turnover. We are mindful of the 
fact that through the portfolio committee as presertly constituted the unaffiliated 
directors have, in effect, power over portfolio transactions and tuis power has becn 
frequently exercised. Therefo.e, management does not really exercise complete control 


. ! 
over the generation of commission business for the purpose of stimulating sales. While 
i recornize fully that allocation of the purchase and sale orders is an additionel re- 
\ Ter 
source to the distributor, we are not impressed with either its size or the possibility 


of abuse. , We propose, therefore no change in this arrangement and recommend approval 


of a continuation of the past practice of leaving the allocation of brokerage 


commission business to the officers of the Fund. 
Conclusions 

based on our review of statements of income and expense of the Manager & 
Distributor, data for other funds, and our app.aisal of services rendered to the 
Fund, we make the following recommendation to the unaffiliated directors: Based 
on our appraisal of the quality of the managemer’ and distribution services being 


provided to Chemical Fund, we recommend renewal of the present management and 
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distribution agreements for another year. on the grounds that the compensation is 


reasonable and that continuation of the present arrangements is in the best 


interests of the stockholders »f Chemical Fund, Inc 


Respectfully submitted, 


- Burt N. Dorsett 
Koger F. Murray 


February 21, 1968 


(212) 944-8787 
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F. EBERSTADT «& CO., 
MANAGERS & DISTRIBUTORS, INC. 
61 BROADWAY, NEW YORK, N.Y. 10006 


August 17, 1971 


; eds, Exh, 4/72 
Mesorandum to Messrs. Driscoll and Murray PY, Exh pl ercecevece 
Subcommittee of Board of Directcrs of Walte Bez seecceoess 
Chemical Fund, Inc. to review Management Ponsiro CSR 
and Distribution Contracts Doyle Re;:crting Inde 


&-24-7¥ 


In your report of ifcbruary 17, 1971 to the Board of Directors of 
Chemical Fund in connecticn with the consideration of the renewal of the 
Managemeit and distribution contracts, you recommended that the eatir2 
yestion of che best distribution method for Chemical Fund sheres be re- 
viewed again not later than the September board meetiug. This reconrmendation 
was based on the fact that possible changes in the commission structure 
would effect competitive conditions in the sale of Fund shares ard that 
the distribution function still produces an operating loss for M & D. 
You also noted snat T. Rowe Price Growth Stock Fund, a no-load fuad with no 
better recent record, showed a superior record of net sales. 


At the June 1971 meeting, you were appointed as members of a 
subcommittee together with Mc, Fox to review the allocation of pertfolio 
brokerage business of the Fund in light of the decision by the First Circuic 
Court of Appeals in the Fidelity Management case. This decision ccntaincd 
language which raises the question of whether the unaffilieted directors 
cf a mutual fund have the legal pewer nor co recapture brokerage conmissions 
for the benefit of the fund if such recepture is ireely available. ne 
possibility that Chemical Fund miche work ovt an arrangement throuzh the 
firr: of F. Eberstadc & Co., lic., wnith is a member of tlie New Yock Scuck 
Exchange, whereby a portion of the perifolio brokerage business eculd ve 
done with that ficm and 2 portion of the brokerage commissions credited 
against the expenses of snaraging and se!ling che Fund has been discussed 
with the Board each sear and the Zoard has affirmatively directe] that 
this not be done without pricr clearance with it. Such discussions wave 
assumed ‘nat if cuch an arrangement was desirable and was acceptable to 
¥. eberscadt & Co., Inc, the Rules cf the Exchange would permit it. In 
the testimony of the Fidelity case there was some question of whether the 
Exchange Rules would in fact permir such a course of action. Management 
is now reviewirg with che New York Steck Exchange whether such an arcanvement 
is actuaily permissible under its interpretation of existing rules. The 
possibility ot workius out such an atrangzerent through tie Pacific Coast 
Stock Exchange or other resional stoc exchanges through some form of 
preferred rete arraagement for NASD memvers is also being explored by our 
counsel, Messrs. Sullivan & Cromwell. 
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In addition to these explorations, there are a number of other 
factors which should be considered which are still unsettled: 


1. The Martin report has just been issued and recommends that members 
P 


of the NYSE spin-off the management of investment companies from the brokerage 
business. 


2. The 1970 anendments to the Investment Company Act directed the 
NASD to consider the’scaie of distribution fees for registered investment 
companies and this study is now in progress. 


3. The present commission rate structure of the NYSE is now under 
revie? by the SEC. ; 


4. The effect of negotiated comuissicnus is still not fully developed 


and the question of whether the $500,000 leve: will be reduced to 2 sub- 
stantially lower level is -till to be determined. 


5. The language of the Fidelity Management case indicated that the 
directors may have no choice in these matters because of charter provisions 
and the question of whether the Certificate of Incorporation can be amended 
to give the directors such a choice is now being considered by counsel, 


In the meantime, the trend of sales of Chemical Fund's shares 
continues to be favorable through the first six months of 1971 as 


shown 
an the table below and the losses on Fund distribution have been reduced 
to almost the breakeven point for the first six months of 1971. 
$ Millions 

Year Sales* Recempticns Net sales 

1971 (6 months) $28.2 Si2.7 $16.5 

1970 37.2 22.4 14.8 

1969 24.6 20.3 4.3 

1968 22.9 Pe 4 (0.3) 


* Excluding reinvestment of capital gains distributions. 


Under these circumstances, the Menager recommends that the 
explorations with the New York Stock Exchange and the other regional 
exchanges as to the recapture of brokerése business be diligently pursued 
but that no final decisions be made as to a change in the method of dis- 
tribution of the Fund or the method of handling brokerage business until 
some of the uncertainties referred to above have been clarified. 


R. C. Porter 


ea ate RE ee 
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SECURITIES EXCHANGE ACT RELEASE NO. 8239. 
January 26, 1968. 


The Securities and Exchange Commis- 
sion announced that the New York Stock 
Exchange has submitted for Commission 
comment and reaction the outiines of a 
proposal for ceriain revisions of its com- 
mission rate structure. A copy of that pro- 
posal is attached to this release. As de- 
scrited more fully below, the Exchange 
Proposal generally contemplates (1) provi- 
sion for a volume discount in commissions, 
(2) access to the exchange market for 
qualified nonmember broker-dealers through 
a@ professional discount, (3) recognition of 
limited customer directed “give-ups” of com- 
missions to both members and nonmembers 
on New York Stock Exchange executions 
and limitations upon reciprocai hu.iness, 
(4) a prohibition of procedures by which 
institutional investors may recapture a por- 
tion of the commissions paid by them and 
(S) a requirement that the regional ex- 
changes impose similar restrictions. 


The Commission also announced that it 
has under consideration a proposal to adopt 
Rule 10b-10 under the Securities Exchange 
Act of 1934. The rule, essentially, would 
prohibit investment company managers from 
directing brokers executing transactions for 
an investment company to divide their com- 
pensation in any way with other brokers 
unless the bencfits of such division accrue 
to the investment company ani its share- 
holders. The rule would be adopted pur- 
suant to the antifraud provisions of the 
Securities Exchange Act of 1934 and the 
Investment Advisers Act of 1940 and cer- 
tain provisions of the Investment Company 
Act of 1940. 


Since the proposal of the Exchange as 
well as the proposed Commission rule would 
have s‘znificant impact upon New York 
Stock Exchange member firms, nonmeniver 
broker-dealers, institutional investors, other 
exchanges and the public, the Commission 
believes it appropriate that all interested 
persons have an opportunity to comment 

only on the proposed Commission rule 
eat also on the Exchange's proposal. 


Both the proposed Commission rule and 
the proposal of the Exchange arise out of 
certain problenis presented by the great in- 


? Silver v. New York Stock Exchange, 373 
U. S. 341 (1963). See also Kaplan v. Lehman 


Bros., c! al., 250 F. Supp. 562 (N. D. IU., 1966), 


ONLY CLUr Y AVAILABLE 


crease in institutional investment and the 
coniplex and rapidly developing pattern of 
Practices and procedures in the securities 
markets associated with that increase which 
are co:mmonly referred to as “give-ups and 
reciprocal business.” Proposed Rule 105-10 
is limited in scope. It assumes that present 
give-u; ctices will continue and accord- 

g jea's p arily with ihe question of 
co.. uct by fiduciaries in that context. The 
New York Stock Exchange proposal is 
more far reaching and, particularly insofar 
as it involves a volume ci count, sugrests 
the possibility that the provlem wit! which 
the proposed rule is concerned could be 
dealt with in a moore direct and thorouh- 
going way by chan; the comission 
rate structure. For this reason and because 
in certain respects the proposed ruls of the 
Commission and the Exehsave proposal are 
inconsi:tent, the Comm: n further be- 
licves it: approp e to atord interested 
Persons the opportunity not only to cum- 
ment wi res; to both the proposed 
ule and the Exchance proposal but to sug- 
gest, if they so desire, alternative means 
of dealing with the serious and difficult 
problems presented. 


Any consideration, both of these pro- 
posals and of the practices and procedures 
to which they relate, must include careful 
attention to their inipact upon compctition, 
including competition among securities firms, 
competition among markets and competi- 
tion omong institutional investors. This is 
manilated by the antitrust laws and the 
policies underlying these laws. As the Su- 
preme Court has pointed out, the Exchange 
commission fate structure includes a num- 
ber of practices which would clearly violate 
the antitrust laws absent the Securities 
Exchange Act and notwithstanding the Se- 
eurities Exchange Act the exchanges do not 
enjoy a blanket exemption from the anti- 
trust laws. Nevertheless where the Com- 
mission has jurisdiction tu review and pass 
upon particular Exchange activities, as it 
has in the area of comission rates under 
Section 19(b) o ‘he Exchange Act, anti- 
trust imununity may, under some circum- 
stances, be implied." Such immunity would 
be implied to the extent necessary to recon- 


7, 1967), certiorari 


ag’d 3T1 EF. 2d 409 (C. 


deriod, -- U. S. —, the Chicf Justice dissenting, 


(1967) 
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cile the statutory scheme of the Securities 
Exchange Act with that of the antitrust 
laws. This necessarily contemplates that 
full consideration be given to the policies 
of the antitrust laws as well as those of 
the Securities Exchange Act in evaluating 
any aspect of the commission rate structure 
or any proposals for its revision. Whether 
or not the mere existence of Commission 
jurisdiction necessarily creates an immunity 
from the antitrust laws was left open by 
the Supreme Court in the Silver case. How- 
ever this may be, it is clear that antitrust 
consi.’*rations should receive the closest 
scrutiny. 
BACKGROUND 

The Commission believes it useful to out- 
line briefly the situation which prompted 
both the New York Stock Exchanze’s rate 
Structure proposal and proposed Comimiis- 
sion Rule 105-10 with * expectation that 
this may contribute to understanding and 
analysis of these proposals. 

In recent ycars institutional investors, in- 

i iks, insurance compantes, pen- 

sion plans and investment companies have 
accounted for a steadily increasing share 
of the volume of trading on the exchanwes. 
On t New York Stock Exchanye institu- 
tional volume as a percent of total public 
volume has increased from 28.4 percent in 
March 1956 to 33.8 percent in Septeraber 
1961, to 39.3 percent in March 196 and 
42.9 percent in October 1966, the latest 
date available. It should be recognized that 
these institutional investors usually repre- 
sent a pooling, under professional manage- 
ment, of savings belonging to a great many 
individuals, most of whom are small in- 
vestors. Consequently securities market con- 
ditions and practices which affect the in- 
vestments of these individuals are of wide 
public interest. 


These institutions tend to dea! in larger 
blocks of securities than individual investors 
ordinarily do. Consequently increasing in- 


Stitutional participatica in the exchange 
markets has been acco.npanied by a signifi- 
cant increase in the number of large blocks 
offered and traded. Studies by the New 
York Stock Exchange show ti it the num- 
ber of transactions involving 10,000 shares 
or more has increased from 2171 in 1965 
to 6685 in 1967, that the number of shares 
involved in thes transactions has more 
than tripled, and that their share of re- 
ported volume has increased from 3.1 per- 
cent to 6.5 percent, 


This situation has thrown an increasing 
Strain on the rigid minimum commission 


rate structure, adopted many year ago by 
the New York Stock Exchange and fol- 
lowed by all other national securities ex- 
changes, which is based upon a singie round 
lot, usually 100 shares. There is no volume 
discount based cither on the size of the 
individual order or upon the amount of 
portfolio business done by an institution 
or upon the amount of portfolio business 
done by an institutional investor over a 
period of time. Thus the commission which 
a member firm is required by Exchange 
rules to charge its customer on a 10,000 
share transaction is ICO times the commis- 
sion it is required to charge on a 190 share 
transaction aud the con sion on 100,000 
shares is 1000 times the mission on 160 
shares. Ostensibly all sons Who ate no 
Exchange members mu:t pay the racceoem 
commission. There is no dis n 2 
different kinds of noniiember 

member brokers, individual enstomers, ia- 
Stitutional investors, cte. 


ile orders to buy or sell large blocks 
mvoive greater demands on a broker than 
the execution of a single round !ot order, 
it docs not cost a broker anywhere near 
100 times as much io execute a 10,000 
shire order tl to erecute a 100 share 
order. Indeed, for certain aspects of the 
execution process, such as bookkeeping, the 
cost is essentially the same. As is true in 
other areas of the business world, broker- 
dealers engaged in effecting such transac- 
tions have enjoyed the great advantages of 
scale accruing from large transactions. These 
ins mal transactions gencrally do not 
involve the payment of a commission to a 
salesmian of ihe broker, although an titu- 
tional brokeraire business usually does en- 
tail the expense of maintaining an instito- 
tional trading department and the develop- 
ment of special talents. Consequently, the 
excenting brokers are willing to accept sub- 

ly less compensation for executing 
institutional orders, particularly large in- 
Stitutional orders, than is contemplated by 
mechanical application of the existing mini- 
™mu:n commission rate rules of the exchanges. 


Managers of institutional investors have 
taken advantage of the competition among 
brokers for institutional Lusiness, and the 
willingness of .uch brokers to aceept com- 
pensation far lower than that contemplated 
by the Exchange rules, to divert or re- 
capture portions of the commission paid on 
institutional orders. An increasingly com- 
plex pattern of practices having this objec- 
tive has developed. Many of these practices 
involve the so-called “give-up ” 
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_A “give-up” is a payment by the execut- 
ing broker to other broker-dealers of a part 
of the minimum commission he is required 
to charge his customers. Under the rules 
‘OF the stock exchanges, the payment may 
be made on the executing broker's own 
initiative and .or his own Purposes or it 
may be directed by the customer. The re- 
cipient of a “give-up"” check may have ha 
nothing whatsoever to do with the trans- 
action for which the commission is charged 
and in fact may not even know of the 
transaction or where or when it was ex- 
ecuted. Thus “give-ups” have been widely 
used in connection with mutual fund port- 
folio transactions. Managers of muical funds 
digect give-ups, fur tlie most part to Lroker- 
dealers who have sold fund shares in order 
to motivate, or reward, such sales effort. 
On certain orders, the executing ‘roker 
may retain as little as 25 percent of the 
commission paid by the fund and give up 
the balance. Brokers who sell fui shares 
are thus compensated for their efforts not 
only by receipt of the dealer's portioa of 
the “sales load” but also by s+ *niial 
amounts of give-up Jollars generated at the 
direction of the manager ci the 4 through 
purchases and sales of fund portfolio se- 
curitics. Fund managers also c‘ten use 
give-ups as a reward for research {as 
furnished to them in their | pt ‘ty as in- 


vestment advisers to the fu 


While the New York ‘tock Exchange 
permits its memicrs to vive up commis. 
sieaus orly to ether mei..vers of that Ex- 
change, the smaller regional exchanges hav 
with increasing success, competed with ti. 
New York Stock Exchange for institutional 
tusiness, particula.!y the business of mutual 
funds, by permitting give-ups of commis- 
sions not only to members of the particular 
exchange Lut aixo to any meniber of the 
National Association of Securities Dealers, 
Inc. or even to any registered bro! er- 
uealer, By requiring sat on order he taken 
to a regional exchanye, a mut A 


manage is able to provide mo- te- 
ward tu broker-dealers wisio sei of 
tie mutual fund but who are no. ibers 


of the New York or of any exchanye. 
Give-ups are widely usea in connection 
with s called “cross” transactions. These 
involve « .uations where the order cannot 
he adequately executed in the auction pro 
=.» off the floor of an exchange and there- 
fore the institutional broker finds the other 
side of the trade on the fioor, i¢., locates 
a sclier if he has an order to buy or a buyer 
if he has an order t seli, and then merely 
records or “crosses” che order on the foor. 


Exchange rules do not al! ow member brok- 
ers to consumanate crosses in their offices 
or in the over-the-counter market at a 
negotiated commission, but they do all + 
the broker to send the transaction to any 
exchange of which he is a member and to 
give up from the commissions he must 
charge on the cross in acccrdance with the 
rules of that exchange. By this means large 
institutional orders can, nominally at least, 
be executed en small regional exchanges, 
but where this occurs the usual motive is 
simply to take advantage of the rules of 
that exchange with rezpect to the classes 
of persons who may receive give-ups. 

In addition to the give-up, there have 
developed complex practices by which ex- 
ecuting brokers provide compensation at 
the direction of institutional investors to 
other broxers by means of reciprocal busi- 
ness, #.¢., permitting such other brokers to 
participate in the commission generated from 


er-the-c 


: M y : 

mber fir x- 
ch nge have developed a procedure whe-e- 
vy they can compensate nonmembers of the 
New York Stock Exchange at the direction 
of mutual fund managers by paying cash 
to such nonmembers and crediting such 
payments on over-the-counter trades for 
unrelated custoriers, whether or not com- 
missions were in fact charged on such 
trades. The compensated dealers have no 
Participation in these trades and, in fact, 
may never have heard of the trades at the 
time wher they were executed. 


(Videspread Use of Give-wps) 


-ups and reuiprocal Lusiness prac- 
tices in councetion with institutional trad- 
ing have hecome so wirespreal that it 
may plausibly be argued that, in the case of 
institutional orders, there as 'n eco 
substance no fixed minimum +:om- 
niission. Commissions are nerotiated ve- 
tween institutional managers and their “ieac” 
brokers with the lead broker on occasion 
retainins no more than 25 percent of the 
ostensivle minimum commission. This sit- 
uation is perhaps most strikingly illustrated 
by procedures which have Leen developed 
and which enable institutional investors to 
recapture a portion of commissions for 
themselves. Many mutual fund managers 
have affiliates which are registered as broker- 
dealers; many of these affiliates are members 
of the NASD. A small number of mutual 
fund managers have created afhliates which 


’ 
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have joined a regional stock exchange. In 
the latter situations, the manager cirects 
that give-ups and reciprocal busin. ss be 
given by its lead brokers to its affiliates. 
It then credits the net income thus received 
by the affiliate, in whole or in part, against 
the advisory fee it receives from the fund. 
This results in lowering the advisory fee 
by all or part of the net income the man- 
ager has thus obtained. Throuch this means, 
public shareholders of institutions can, within 
the framework of existing practices devel- 
oped by the securities industry, recoup sub- 
stantial amiounts of commissions actually 
paid for the execution of th.'- portfolio 
orders despite a rigid commissio structure 
which docs not otherwise perm.! the in- 
stitution to benefit from the very substan- 
tial portfolio business it may have to dis- 
pense. In one instance the advisory fees 
charged to a large complex of mutual funds 
by their common manager were lowered in 
the aggregate by approximately $3.1 million 
for the year 1966, this sum being the ap- 
proximate net profit of the manager's broker- 
dealer affiliate. Other managers hve elected 
to credit the advisory fees they charge by 
only 50 percent of the net profits of their 
broker-dealer affiliates. In a few instances, 
the mutual fund manager has kept all give- 
ups it has directed to its brokerage affiliate 
for itself without lowering the advisory fees 
it charges to the fund whose portfolio 
transactions are the source of such give-ups. 


Although these techniques permit fiduciaries 
who manace a pooled fund to return a por- 
tion of portfolio commissions to the share- 
holders of that fund, they have to date been 
employed mainly by the managers of those 
mutual funds whose shares are sold by the 
manager's own “captive” sales force. Man- 
agers of those mutual funds which are dis- 
tributed by independent broker-dealers have 
almost rlways used the excess brokerage to 
provide additional reward to dealers who 
seli shares of the fund rather than endeav- 
oring to recapture such brokerage for the 
fund. This is because by so compensat.cg 
dealers these mutual fund managers facili- 
tate the sale of shares and thus maxirnize 
their own underwriting and investment ad- 
visory income. Many mutual fund managers 
believe that so long as this type of sales 
inc: rtive can be given to dealers, competition 


*In 1961 the total dollar volume of trans- 
actions on regional exchanges was $4.4 billion: 
im 1966 it was $10.3 billion. This represented 
68 nercent of the dollar volume of transactions 
on u!l exchanges tn 1961 and 8.4 percent of such 
volume in 1966. By comparison New York 
Stock Exchange doliar volume increased from 
$52.7 billion in 1961 to $98.6 billion in 1966; 


en 


among mutual fund managers for the favor 
of dealers will make it difficult, if not im- 
possible, for any indiv fual fund manager 
to fail to provide suca compensation to 
dealers, both members and nonmembers 
of exchanges, selling shares of his funds. 
In this connection the Commission has been 
infortncd that certain large member firms 
of +=: New York Stock Exchange, who 
mainiein extensive mutual fund departments 
and are a significant factor in the sale of 
mutual fund shares through deslers, have 
suggested to mutual fund managers that 
brokerage be channeled to them if they 
are to continue to s... shares of the man- 
ager’s funds. 


The net effect of the foregoing develop- 
mients have been (1) @ dramati¢ increase 
in the volume of tfaisactions 6A regional 
exchanges," (2) a “diversion” of commis- 
sions which otherwise might have been 
reiained by New York Stock Exchange 
members to (a) other members who per- 
form no function in connection with trans- 
? ons and (b) nonmembers of the New 


wtk Stock Exchange w perform no 

neti tronsacticns ct d by New 

t ccnange membes on reg onal 
exchanges, > developing trend 
whereby exc com:..issions—the amorn 
which, at the — <etion of jastitational ma 
agers, executin’ rokers are willing to give 
up to persons vo perform no service or 


function in con .ctioa with the ¢ .ecution 
of portfolic transactions—are returned, at 
least partially, to the institutional customers 
thereby indirectly benefiting the millions of 
investcrs who inve.: \..rough pooled media 
such as mutual funds. In short, competi- 
tion ‘n the securities industry be*ween in- 
stitujonal managers and brokers and be- 
tween exchanges, has operated to reduce 
very substantially the amount of conimis- 
sions actually retained by executing brokers 
—but with relatively little impact or effect 
as yet on the commissions actually paid by 
the pubiie investors who invest through in- 
stitutional media. 


In addition to practicer with respect to 
commissions on institutional transactions 
there are certain related competitive phe- 
nomena which deserve mention. As previ- 
ously noted, the New York Stock Exchange 
rate structure expressly provides that non- 


and New York Siock Exchange transactions de- 
elined from 826 pereent of total doliar volume 
of exchange transactions In 1961 to 30.1 percent 
of such transactions In 1966. Dollar volume on 
the American Stock Exchange accounts for the 
balance. Substar-tially all of the regional ex- 
change volume consists of ‘rading in securities 
also traded on the New York Stock Exchange. 
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members of that Exchange— including broker- 
dealers who are nicmbers of a regional ex- 
change—inust pay a New York Stuck Ex 
change member a full commission for trans- 
actions executed on the New York Stock 
Exchange Nevertheless, reciprocal busi- 
Mess practices have developed which now 
Bive such regional exchange members in- 
direct economic access to the floor oi that 
Exchange 

For example, when a broker-dealer can- 
mot execute its customer's order on the 
regional ex se of which it is a member, 
t has the order executed on the New York 
Stock Exchange, pays a New York Stock 
Exchanze member a full New York Stock 
Exchange commission and collects that 
amount from the customer. Thus, the sole 
member of the regional exchange receives 
No direct compensaticn for its cus:omer's 
it can receive indirect 
msation eqival to S50 percent of the 
commission paid hy the customer. The mem- 


ber of the New 4 stock Exchange through 
whom the orde. was executed b. ags its 


own customers’ orders to the regiv ial ex- 
change, executes them there and names the 
sole member broker-dealer as the “clearing 
agent.” Typically, under the rules of re- 
gional «xchances, the sole member may 
recive to 30 percent of the stuck ex- 
change mmission for acting as “clearing 
agent” on such orders, although he pee- 
forms no function except the larcciy un- 
necessary onc of gvarantecing performance 
by the New York Stock Exchange meniber. 

Recent years have also seen a subsiantial 
growth in the so-calied third market. This 
involves securities firms which are mut 
moemibders of any exchange and which dea! 
in listed securities over-the-counter, both 
as principal and as agent, larvely for in- 
Stitutional customers and brol.er-dealers not 
members of an exchange. Since exchange 
minimum commission raics do not apply t 
them, they have been able to execute or- 
ders either as principal or as agent for 
compcisstion substantially less than that 
provided for in the minimun, corani 
rate rules. On the other hand, their 
to compete for institutional business has 
been adversely influenced by the fact that 
they are not in a position to provide give- 
ups for the benefit of institutional man- 
agers, since give-ups have generally been 
regarded as proper omy where a minimum 
commission rate is applicable. Two inci- 
dents illustra’. this point. One firm at one 
time specializedsin executirg institutional 

* Special Study, Pt. 2, 328-346. H. R. Doe. 
No. 95, 88th Cong.. 1st Sess. (1963). 
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orders for listed securities in the over-the- 
counter market at a negotiated commission 
lower thar that provided by exchange rules. 
Certain rautual fund managers sugyested 
that it join a regional exchange and thus 
charge the higher commissions specified by 
the exchange and, at the same time, place 
itself in a position to distribute give-ups 
at tre request of these managers and it did 
SO im order to retain th business. An- 
other large over-the-counter firm advised 
the Commission ti:at instead of negotiating 
its Compensation on each lure institutions! 
trade, it proposed unilatera y to establish a 
fixed non-negotiable commission but to give 
up a portion of this commission at the di- 
rection of mutual fund managers. This ar- 
rangement, which has not yet been put 
into effect, was motivated not because the 
firm thoucht that its existing negotiated 
compen m was inadequate but, rather, 
because it believed that its a! ility to pro- 
vide give-ups would subst ntially improve 
its competitive position in seeking business 
from mutual fund managers even though 
its regular charges imposed on the funds 
were already lower than the New York 
Stock Exchange fixed minimum commission, 


The Commissicn's jurisdiction under Sce- 
tion !19(b) of the Securities I bange Act 
over Exchange rules with respect to “the 
fixing of reasonable rates of commission” 
obviously extends both to the commission 
rate level and to the commission rate struc- 
ture. Particuiarly in the exrl years the 
Commission's attention appeared to focus 
Primary on questions of level, although 
questions of structure also arose. The his- 
tory of this consideration since 1937 is out- 
lined in considerable detail in the Report of 
the Special Study of Securities Markets.® 
As there pointed out, determination of a 
reasonable level of minimum rates for an 
industry as diverse, complex and, in a 
sense, competitive as the New York Stock 
Exchange ‘srokerage community presents 
herplexing problems. In addition, questions 
ture and questions of level are inti- 
mately related. Thus the Exchange pro- 
posal for a volume discount pertains to rate 
level as well as structure and is a response 
to the fact that the existing level of rates 
for large institutional transactions has, as a 
result of competitive factors, fostered the 
Proliferation of give-ups and reciprecal 
practices. 


These practices and problems, as out- 
lined above, some of which are relatively 
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Text 


recent origin, have been the subject of 
intensive cousideration by the Commission 
over a period of years. Reciprocal business 
practices and customer directed give-ups 
were described in the Report of the Special 
Study of Securities Markets.* It was sug- 
gested that they be studied in connection 
with an intensive inquiry into all aspects of 
the commission rate structure. They wee 
furth:r discussed in the Commission's 1966 
Report _n the Public Policy Implications 
of Investment Company Growth.* Approxi- 
mately 19 months ago the Commission ad- 
vised the exchanges of its belef that Ex- 
change rules should be changed to preclude 
customer directed give-ups.* 


Since consid.ration of the New York 
Stock Exchange proposal necessarily would 
involve an understanding and consideration 
of possible alternatives, the Conimission 
believes that proposed Rule 10b-10 should 
now be noticed for comment. The Com- 
mission would thus be in the best position 
to consider all alternatives, including any 
which may be suggested. 


THE EXCHANGE PROPOSAL 


Tl* firet item of the New York Stock 
Exchange proposal involves the es:ablish- 
ment of a volume discount The Exchanye 
has not yet determined the amount of such 
discount or the circumstances under which 
it would be available. There are a number 
of possible alternatives, including (1) a dis- 
count based upon the size of a narticular 
order and (2) a discount based upon the 
volume of & particular investor's transac- 
tions over a specified period of time. The 
Commission assumes that the discount ulti- 
mately arrived at would be meaningful and 
workable. Upon that assumption it would 
appear that this part of the Exchange pro- 
posal would make an important contribu- 
tion to resolving the problems discussed 
above and be in accord with suggestions 
that the Commission has made to the ex- 
changes on several occasions 


Sevcral other parts of the Exchange pro- 
posal appear to be based on the view that 
(1) the relatively untrammeled development 
of reciprocal and give-up practices, (2) the 
competitive advantages which recional ex- 
changes have sought in competing for in- 
stitutional business by increased liberality 
with respect to give-ups, and (3) the result- 
ing “leakage” of commissions outside the 
New York Stock Exchange community, as 
threatening impairment of the depth and 


* Special Study, supra, 301, 318. 
* Mutwval Fund Report, Chapter 4, pp. 162-188. 
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liquidity of the New York Stock Exchange 
market as well as the profitability and 4- 
nancial stability of member firms. 


The Exchange proposal seeks to relieve 
this situation by (1) limiting to the extent 
possible the major types of reciprocal busi- 
ness, (2) specifying the maximum percent- 
ages of the commission dollar which may 
be given away in any manner or, alterna- 
tively, specifying the minimum amount which 
must be retained, (3) preventing the re- 
gional exchanges from offering diffcrent 
and more liberal give-up arrangements so 
that institutional or other investors will 
not seek to execute or cross their transac- 
tions on regiona! exchances in order to ob- 
tain more favorable give-ups, and (4) pre- 
verting what is some times referred to as 
“institutional membership” on exchanges, 
which appears to include membersiip of 

ates of an instituticnal investor whose 
on is tc: receive give-ups and reciprocal 


rss anc in whole or in part to pass 
the ins -me therefrom back to the institu- 
tional or itself. This is @ significant 
part «. New York Stock Exvhange 


proposal which would have a particularly 
im ant effect upon the securities mar- 
kets. and would require action by the Com- 
mission. Consequently, comment with respect 
to it would be apprecia.ed. These aspects 
of the Exchange's proposal may be viewed 
together as designed to make its minimum 
commission rates effective and enforceable 
insofar as large institutioual transactions 
are concerned. 

Ie would appear that the New York 
Stock Exchange prenosal could have a sub- 
stantial impact on the regional exchanges. 
A primary method by which regional ex- 
changes have competed for the portfolio 
business of institutions has been to offer 
institutional managers a more flexible rate 
structure than that of the New York Stock 
Exchange, t¢., by permittins pive-ups to a 
wider category of persons. Regional ex- 
changes rely heavily on reciprocal business 
patterns which permit their sole members 
(nonmembers of the New York Stock Ex- 
change) to obtain indirect access to the 
New York Stock Exchange. In this con- 
nection regional exchange rules fucilitate 
reciprocal business practices by which dua/ 
members (members of the New Yo. - Stock 
Exchange and a regional exchang } com 
pensate members of regional exchanyes for 
business executed on the New York Stock 
Exchange. The New York Stock Exchange 


* Mutual Fund Revort. Chapter 4. pp. 1£5-1se. 
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Proposal would curtail such practices. It 
also would prevent institutions from ob- 
taining membership on regional exchanges 
or otherwise engaging in reciprocal business 
Practices which, in effect, reduce the port- 
folic commissions such institutions pay. 
Both the impact and the significance of the 
Exchange Proposal, insofar as it involves 
the regional exchanges, are affected by a 
change which has taken place in the pri- 
mary function of the regional exchanges 
These exchanges were Originally conceived 
of as primarily providing local markets for 
local securities. With the Passace of time, 
the emphasis on most of the Tegional ex- 
changes has shifted to Providing a local 
merket for securities traded on the New 
York Stock Exchange. Technical improve- 
ments 'n communication and the develop- 
ment of over-the-counter markets for local 
securities have contributed importantly to 
this change in the nature of the regional 
exchanges. As pointed out above, in many 
instances the participation of certain re- 
gic exchanges amounts to no more than 
Pru ing a location where Privately nego- 
tat. “cross” transactions in New York 
Stock Exchange listed stocks are recorde:| 
and give-ups are distributed. 

Finally, the New York Stock Exchange 
Proposal pe-miis the continuation of cus- 
tomer directed give-ups and would expand 
them to prov) le for Rive-ups to nonmember 
broker-dealers of the New York Stc « Ex- 
change on execu’ son that Exchan,¢ It 
would also provide for minimum retentions 
by executiing brokers. The justification for 
these resirictions Presumably is that com- 
Petition in liberality with respect to cus- 
tomer directed give-ups is not a desirable 
form of compctition and that the economic 
health of the exchange community calls for 
a sharp and enforceable distinction between 
Public customers and the brokerage ind istry 

Certain aspects of the New York Stock 
Exchange proposal are not specific, ie, the 
amount, kind, or applicability of the volume 
discovut, the percentage of the minin 
commission which a nonmember could re 
ceive and the qualifica:ions which nonmem- 
bers would have to have in order to become 
eligible for this “access” and the amount of 
custumer directed give-ups avtilable to mem- 
bers and notinembers, ete. Further, the 
Exchange proposal does not indicate vhether 
the Exchaage contemplates revision of the 
commission rate rules tu relate commis- 
sions more directly to the money involved 
in a transaction rather than te the number 
of shares, thus modifying the existing dis- 
Parity in commissions paid for a Riven 


12 Proposed Rule 10b-10—NYSE Commission Rates 


ee 


investment in low priced stocks and in high 
Priced stocks. This matter was discussed 
im a report to the exchange community 
from Mr. G. Keith Funston, then fresident 
of the Exchange, on July 21, 1967. Rev. 
sions along this line, as suggested by Mr. 
Funston, would not only modify this dis- 
Parity but might provide a convenient way 
of introducing the Proposed -- ‘ume dig. 
count 


The Exchange apparently is initially con- 
cerned with the principles and objectives 
underlying its proposal. In this connection, 
the Commission assumes that if these pria- 
ciples and objectives are accepted, the Ex- 
change will determine the Specifics, iv, the 
dollar amounts, the Percentages and the 
s, in such a way that the Proposal 

plish its intended purpose. Thus, 
ple, nonmembers would be offered 
w* suffic Participation in commissions to 
induce them to bring their orders to the 
Exchange. The Commiss:on understands 
that New York Stock Exe nge members 
would be required to retain approximately 
50 percent of the commission on any order 
with the balance available for customer di- 
rected give-ups. 


The Commission believes that it is pos- 
sible and appropriate for interested per- 
Sons to express their views on the prin- 
ciples underlying the Exchange's Proposal 
and the means by which its objectives may 
be accomplished even though, in the ab- 
sence of more specific proposals, it may 
not be possible to determine the specific 
financial impact of various parts of the 
Proposal on the earnings of various mem- 
bers and nonmembers or on the amount 
of commissions which institutional investors 
would pay 


PROPOSED COMMISSION RULE 10b-10 


Proposed Rule 10b-10 represents an ap- 
Proach to the give-up pro'lem whieh would 
not rejuire significa hange im the ex- 
isting commis ucture of ex. 
changes nor require all exchanges to adopt 
a uniform approach to the gqrvtestion of 
Give-ups and reciprocal business. 


The Commission recognizes that the pro- 
posed rule is not a substitute for full re- 
exan of the structure and raies of 
umussions On the national securities ex- 
changes. The proposed rule was under con- 
sideration prior to the announcement of 
the New York Stock Exchange proposal 
and has its antecedents in ti. Commission's 
Report on Investment Company Growth, 
which stated at p. 173: 


c 


~ = 
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Text of SEC Release 13 


“It would not be inconsistent with [the] 
rules [of certain reyional stock exchanges] 
for cealer-distributed funds to direct give 
ups to their adviser-underwriters, a!! of 
whom are NASD members, for the pur- 
pose of appiying these give-ups to reduce 
the advisory fees payable by the fund.** 


2 form a 


aMiliate to ich It : 
this course were follow ana 
now docs so—the giveups would inure 
direct benefit of the fund's share 


The reasoning on which the proposed 
Tule is based is that if, as painted out above, 
a@ mutual fund manager has various means 
at his disposal to recupture for the Lenefit 
of the fund a portion of the commissions 
paid by the fund, he is under a fiduciary 
duty to do so. Furthermore, diversion of 
such commissions to benefit an investment 
conmipany manager may be viewed as addi- 
tional compensation to the manager for 
handling the portfolio transactions of the 
fund within the meaning of, and in viola- 
tion of, Section 17(¢)(1) of the Investment 
Company Act.’ 


The proposed rule therefore reflects a 
duty on the part of mutual fund managers 
&s fiduciaries not to use commissions paid 
by their beneficiaries for the benefit of the 
fiduciary when practices, procedures, and 
rules of the markets in which such fidu- 
Ciaries act permit their beneficiaries to 
receive tangible benefits in the form of 
reduction of the charges now borne by 
them. The proposed rule is bottomed on 
the premise that wher a fiduciary uses 
commissions to obtain benefits for hiaself 
under these circumstances, his conduct 
would appear to violate applicable anti- 
fraud provisions of the Scctvities Exchange 
Act of 1934 aud the Investinent Advisers 

Was well as Section 17(¢) of the 
it Cowjauy Act, partic larciv ia 
the obecure and. often devious 
hich this is accomplished. The 
ile would be adopted parsuant 
to Sections 10(b) and 15(c)Q) and (2) 
and 23(a) of the Securities Exchange Act 
of 1934, Sections 206(4) and 21l(a) of the 
Investment \dvisers Act of 1940 and Sce- 
tions 17(e) and 3&(a) of the Investient 
Company Act 


eperly viow 
it raanagers from 
Sive-ups as sin ithonal form of com- 
Densa.ion for investment management. Not only 
may this run afuul of Seetion 17(e)(1) of the 
Investment Com pany Act but the Lenelits de 
rived by Invesnnent company Managers from 


the ¢ 


The proposed rule would not impair the 
competion which now exists among brok- 
ers and among excha. ges ior the business 

’ utional customers by offering these 
ts substanti:! savings on commis- 

the contin.y, the proposed rule 
that, as mentioned above, de- 
and competitive forees in the 
Markets have, as an econo 
matter, tended to eliminate the existence 
of a fixed minimum commission rate on 
institutional orders 


The proposed rule would read as follows: 
* © © Ireproduced on page §. CCH.] * * © 


While 


New York Stock Exchange 
ind proposed Rule 10b-10 are not 

exclusive on all points, the New 
tock Exchange proposal is, to a 
milicant extent, an alternarive approach, 
Insofar as the New York Stock Exchange 
proposal would provide institutional in- 
vestors with a volume ount while at 
the same time ck 


commissions 
it could, depend- 
extent of the 


tional manager can 
! the benefit of the fur 
ing upon the. nature 
volume discount, pro a direct ther 
than an indirect means by which titu- 
tional investors may obtaia the benefit of 
r charges. To the exten: that it would 
' 


make inpossi! irect recoupment of 
mumssions by ins:itutional managers, the 
Question of a fiduciary duty on their part 


to seck such reco uid not arise. 


| interested persons are invited to sub- 
mit their views and comments on proposed 
Rule 10b-10 in writing to the Sceretary, 
Securities and Exchange Cocomission, at 
its principal office, 500 Norgy Capitol Street, 


W.shing D.C. 2084), on or before 
Miich ! 6B.° The Cu i 40N ab ine 

Ca oy" on the v York Stork 
j i oul which is set forih in 
tae attac of as weil as 
iny alte s for dealing 


Material sub- 
will be made available for public 
n unless request for confidential 


treatment is made. 


with the problems presented 
mittec 
inspect 


Ry the Commis-<ion 


tachment 


t ve Camnot be precisely or 
Ciscles: 4 ta the Spettus, or in the | 
Thent AC. sory contract, as is r red by See 
ten 15(u)'1) of the Investment ompany Act. 

* The Commission has extended the due date 
for corments to April 1, 1968. Release No 
31-8261. CCH 
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wt Foes doe Le >. 

The performance of the Fund ¢ ring 19 not impressive by most 
Standarcs of comparison and materially below thi ger-teria record. However, 
the warkets of the past year were not favorab! the type of prowth stoets 
ia which the Fund's assets are concentrated. Few } ortfolios invested in sezsoned 
Etovth issues cf good quality did appreciably better. 

We believe that the most recent year's performance can be considered 
Setisfactory under the circumstances and not irconsistent with the successful 
history of the Fund. Such periods have curred in the past and no doubt will 
occur again in the future. It would be unreasonable and uuwise to draw c 
clusions solely from a single -ear's experience, especially in light of the long- 
term record. Accordingly, or 1e basis of the high quality of investment lanage- 
ment, we recommend renewal of ine management egreement. 


Manazement Fee 

The scele of the management fee, good control over other expenses, and 
efficient operation of the Fund combine to produce a relatively low expense ratio. 
The present fee scale represeats, in our oninion, an entirely satisfactory basis 
on which to renew the management agreement. It is protiteadle, as it should be, to 
the manager and affords a margin for the increesed Salary expenses for analytical 
Staff which are inevitable in the present market. 


Distribution 


During the year 1968, repurchases exceeded sales of shares by approx- 
imately $1,800,000; however, in addition to normal sales, capital gains reinvested 
émvunted to $22,100,000. 


Although some other well established quality growth funds with assets 
of over $500,000,000 had even larger net redemptions, we can only characterize the 
distribution of Chemical Fund shares as disappointing. While 1968 was a record 
year of sales for the mutual fund industry, such sales were heavily dominated by 
relatively new funds aiming for quick performance. The question of makin, any 
changes in present distribution arrangements is, however, one which requires 
careful study and-extensive discussion. At this time, therefore, in the absence 
of clearly defined alternatives, we recoz:s2ad renewal for another year of the 
distribution agreement. ° 
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Wo have oocia reviewed the basis on which bre cey C4 iscjows ¢ 
ra. s cutlined ¢ ec t t 5 ¢ ge 3 
pt t eti © Since C >, L8G, the of i r les and 
rest '. has been prohibits t rut of th: St E ek Sit tive 
ti the Manager has, after discucsioa ulih the board, coatinue* lo diract the 
broleracce business in such a way 28 to obtain the best price ci execution. Howe 
ever, in selecting such breters the cxrent to which such brokers have sols sitres 
of the } 1 fed statistical end scarch inferiation will contin:e , 
to be i We are informed th ‘cr and Distributor in 


t 
dctexmining those brokers who are bes. qualif <ecute portfelio ordeis 

sent a questionnaire to &$ brokers requoasting information as to their ability to 
act «$ institutional brokers for the Fund. As a result of this questionnaire, 48 
‘-ekers are now being used from time to time for the execution of portfolio 
trensections. During 196S total portfolio brokerese poo stan te $501,604 of 
which $430,150 was allocated for sales and $45,967 for research and statistical 
information. 


We also recommend continuatior: of the practice of not executing any 
orders through the firm of F. Eberstadt & Co. which is a meriber of the New York 
Stock Exchange and the parent of the Manager and Distributor even though we 
recognize that it would be possible to request the Manager to execute some port- 
folio transactions through its perent as a member of the New York Stock Exchange 
or request give-ups on forifolio trensactions which would be credited egainst the 
amount of the management fec. 


We recommend that the entire approach to the distribution of shares be 
made the subject of early and detailed analysis, including among other alternatives, 
conversion to a no-load basis. ; 


Bh (ow 
. Q- v 2. CV Au. we ¥ ; 


Bute N. Dorsett 
Roger F. Murray 
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Chenical Fund 
National Investors 
T. Rowe Price Crowth 
Mass. Inv. Growth 
Technolo,v Fund 
United Sci2nce 
Dreyfus Fund 
Anchor Growth (b) 
Keystone Growth (K-2) 
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growth stock funds, 


was first in net asset growth for 1969, second for the six 
December 31, and third for the longer period cf eleven years. 
performance is, of cor » Very subscantially better than that « 
measured by the converticnal iadexes. 

The above comoarisons, as compiled bv Laird, [a:., are 
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excess of the pure iuterest rate as represente! by the U. S. Treasucy 


yieli aad the wolatility of caat net return as measured by its standard deviacicn. 


and the 


ical Fur ad a mean quarterly excess return of 
2.55%; but it assumed 2 nigher risk than the market as indicated by the greater 
volatility of that return ich had a standard deviation of 8.3%. Ar tne Chemical 


7 


ty) a calculated market equivalent return would b 


7 


Fund level of isk (volatili 
2.12%. A measure of the ef ce 
of the tutel net return of 5% over the "expected" or "risk adjusted" retura of 
2.12%, or 0.43%. This compares with the results of the other funds as follows 


ficiency of Chemical Fund management would be the ex 
> sce 
“-J 


Difference 


™ -yfus Fund 1.16% 
Cuemical Fund 0.43 
National Investors 0.36 
T. Rowe Price Growth 0.27 
Technology Fund 0.26 
Diversified Growth 0.20 
Mass. Inv. Growth 0.03 
Keystone Growth (K-2) -0.10 


United Science Fund -0.33 


Without going into an explanation of either their calculation or precise 

meaning, it is possible to say that other measures of portfolio efficiency show 

; Similar results. A normalized Sharpe Index ranks Chemical Fund at 1.21 behind the 

| Dreyfus Fund's 1.59 and just «head of ational Investors’ 1.18 and T. Rowe Price's 
1.15. Amother | :y aeesure for this period 1957-1968, which is designed to measu @ 

} the quality of sto:k selecticns, is known as the intercept of the characteristic 
line. On this measure of management, Chemical Fund ranked as follows: 


Intercept 
Dreyfus Fund 1.33 

Diversified Growth 0.64 

Chemical Fund 0.59 

National Investors 0.50 

. Technology Fund 0.45 
T. Rowe Price Growth 0.41 
Mass. Inv. Growth 0.16 
Keystone Growth (K-2) 0.11 
United Science Fund -0.14 


) The conclusion that Chemical Fund is a well managed, efficient portfolio 
emetges from these studies wade for a different purpose by Dr. Murray's staff. They 
confirm the published results of a very careful analysis by Professor Michael C. 
Jensen, covering the ten-year pericd 1955-19C4. His performance measure ranked 
Chemical Fund seventh in a group of 115 funds.* The comparable funds ranked as 
follows: 


* . 
Michael C. Jensen, "Sisk, The Pricing of Cavital Asset and the Evaluation of 
oo op 


Investment Portfolios,” The Journal of business, vol. 42, pp. 167-24 (Aprii 1969). 
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Rank Anoug 115 Funds 

Dreyfus Fun! 2 

Chemical Fund : 7 

T. Rowe Price Growt} ll 

National Invescors ra | 

Mass. Lav. Growth 56 

Technology rund 83 

Diversified Growth 90 

United Science Fund 94 

Keystone Growth (K-2) «76 

Although these several measures cover only periods through 1968 or earlier, 

it is evident that if their extension through 1969 were possible at this date the 
ranking of Chemical Fund could on y rise Thus, we can fairly state that by objective 
tests the performance of Chemical Fund has been consistently on a par with the best 
managed growth stock nutual funds. 


(Dr. Murray insists upon adding that the performance would have been even 
betcer if the emphasis on scientific and research oriented businesses had been even 
greater relative to investzments in portfolio companies in which natural rescurces 
or manufacturing processes are the Critical variables. de expects that the new. 
focus on intersciencr will enlarze the commicment of research time by the Manager's 
statf to exploring tne fruits of scientific developments.) 


Management Fee 


The explosive increase in costs in recent years has been particularly 
evident in the field of investment management. Increased emphasis on performance 
has created a seller's market for capable analysts. Meanwhile, other operating 
expenses of the manager have also risen and ‘rill continue to do so, especially when 
the present lease for office space expires. 


th of the Fund and its excellert performance 

o those responsible for the directioa of 

ale which the Board has approved does not 
but provides a profit incentive for 

£ superior verformance. Indeed, if per‘. rmance 


re 
have not been commensurately rewardi 
ee s 
li 


ne 


We are disturbed that the gro 


ie) 


the managerial function. e f 
guarantee a high level of profitabi 
continuation on a sustained basis o 
persistentiy lags, the Manaver will receive lower comp2nsation than at present. 


u 


after other expense allecatior 
ts would have been 0.526% for Chenical 
he expense ratios of the other leading 


Under the proposed incentive fee and 
adjustments, the ratio of expenses to net asse 
Fund in 1969. This compares as follows with t 
growth stock funds: 


Dreyfus Find 0.55% 
National Investors 0.18 
T. Rowe Price Growth Uso2 
Technology Fund . 0.56 
Diversified Growth (Anchor) 0.61 
Mass. Inv. Growth 0.31 
Keystone Growth (K-2) 0.53 
Uniced Science Fund Me i 


Note: If Chemical Fund were as large as Dreyfus Fund, its expense ratio would 
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be 0.478% as a result Cniy of tie taperiny of the management cee at 


Maximuin incentive rate. Several cf he other funis share expenses 


Tne new fee, even at the maximum performance rate, is not out of line with other 
.furis. It must be kept constantly ina mind, moreover, that the 0.526% expense ratio 
is contingent on a three-year excess of more than fifteen percentage points over 
the S&P 425 Industrial Stock Index. 


Distribution 


During 1969, sales increased some 7.5% over 1968 totals to approximately 
the level of 1967 when the market environment was more favorable. Sales exceeded 
repurchases by approximately 153,000 shares and $2,956,000 in contrast with the. 
negative cash flow of $1,800,000 in 1968 from sales and repurchases. This modest 
improvement is encouraging. The further steps of appointing a new national sales 
manager and four new wholesalers reflect an effort to follow through on the Fund's 
1969 perforrznce record. 


We bt .eve that it is reasonable to await the results of these steps with 
patience and =~ ordingly have recommended renewaj +r the distribution agreement for 
another year. 


Allocation of Brokerace Commissions 
to neraze Commissions 


The prohibition of give-ups in December 1968 eliminated one aspect of the 
commission allocation question: Tie-modest reduction in the commission scale to 
take account of larger transactions apparently contributed cto the lever volume of 
such fees in 1969. While the turnover rate rose from 5.3% in 1968 to 10.3% in 1969, 
the total commissions paid declined from $501,604 to $472,771. Allocations for 
Statistical and investment information were about the same, at the $46,000 level in 
both years, and seem relatively low. '“e recommend that the Manager give consideration 
to the allocation of a larger volume of commissions for investment research, 
particularly during the current broadening of the interscience concept of investment 
media. 


In general, however, we believe that the Manager should continue to 
allocate brokerage commissions among firms qualified to provide good execution 
service and also effective in the distribution of Fund shares. It is in the stock- 
holders’ interest to assure a continuing flew of new sales to offset the inevitable 
repurchases in a fund now almost 32 years old and therefore subject to liquidations 
at death, etc. 


In principle, we favor continuation of the practice of not placing New 
York Stock Exchange orders through the member firm of F. Eberstadt & Co... Inc .3 
parent of the Manager. It is our understanding that no change in this practice will 
be made without the specific concurrence of a majority of the unaffiliated directors 
of Chemical Fund. We believe that this should be the only restriction on the 
scomplete discretion of the tianager and Distributor to allocate brokerage commissions. 


Respectfully submitted, 


Burt N. Dorsett 


Roger F. Murray 
January 22, 1970 
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Memorandum for the 


We hinve reviewed the operations of Chemical Fund and PF. Eberstadt 
° 
a 


Ao Managers & Distributors, inc. in connection with the renewal! 
and revision of the managenent erd distribution agr2ements. We shell 
not repeat the generai considerations ussed in prior years, but 
note that they still apply. 


Performence 


For the yeer 19 Chemical Fund's performance did no. compars 
favorably with the ae used market averages. This was also true 
cf mutual funds in general and especially true of -growth stock funds. 
In part, tnis reflects the fact that growth stocks held up well in 
the carly phases of the 1969-1970 bear market, with most of the serious 
Cecline in prices occurring in 1970. it is necessary to review 

arformance during 1963, 1969, and 197), therefore, in order to inter- 
pret 1970 results. 


The data which follow include coapevisons with three hich quality 
growth stock funds whose objectives ere similur to those of Cienicel 
Fund : 

Total, Peturn 
19 @ i 199 1970 IE0,9/71 975° 

Ciimmical Fune 6.5874 5.885% -6 U3 GS 12% 

iéMass. Jnv. grovth c§ G.16 -6.35 id oe Oe 

‘National Investors §.15 4,34 -9.09 2.63 

2 Pris epost § UD 3.48 -7 0) wate 

& growth Finias (a) wens -3:2.06 -7 14 5.0! 

Ul growth Funds (o} 7.18 ~9.07 . ~6,85 “2.29 

Median for ali Funds eS ee 43.09 -6.415 a svete 

pow Jones Trdustviais(e} 2) -15.19 Higs dt 

4 “S&P 425 Incustrials (9) FP -10. 29 ~0 54; “a 
NYSE Gonmosite (a} gu? ~12.52 ~2.52 -6.{ 


Source: Arthur Lipper Corp. Mutual Fund Performance Ba. ysis 


fotes :) (a) Funds having essets 
(b) Funds having ascets 


i lah) hie 2 " ye ee - ’ 
is wouvhiiy 3 pereent per annum. 
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For the three years, 1968-1970, Chemi “aa Fund's performance 
ranked 101 out of 307. In 1970, it was 237 out of U63. Other com- 
parable funds ranked as follows: 


1968/70 1970 
Mass. Inv. Growth L7k 236 
National Investors 127 271 
T. Rowe Price Growth 119 255 


Source: Arthur Lipper Corp. Mutual Fund Performance Analysis 


These comperisons suggest that results have been eminently 
satisfactory in a difficult period. They are consistent with the 
superior performance results of Chemical Fund over a long period of 
years, confirming the quality of management and the validity of the 
Fund's basic concept of seeking “growth in capital and income by 
investing in companies whose business is in the world of chemical 
science, research, and technology. 


Incentive Compensation 


We believe that the shareholders’ interests are well served by a 
management fee which reflects actual investment performance over a 
36-month period. We believe that the fee schedule which became 
effective on April 1, 1970 met this objective fairly and equitably. 
However, the Investment Compeny Amendinents Act of 1970 requires that 
any increase or decrease from th» basic fee be equally proportionate 
to positive or negative variations from average performance, 2e—-mensurad 
“by—tne-SSP_H25-Industrial Stock Index. 


We conclude that the proposed basis is also fair and equitable and 
recomnend the revised schedule without reservation. It is essential 
that the profit incentive be employs to secvre the best long-teria 
results for sharcholders. The inflationary rise in costs had sovercly 
eroded this incentive prior to the action taken a year eco. The new 
management fee arrangement will make Chemical rund, based unon oun 
analysis’ of the operating results of M.&D., a profit center consistent 
with the investment management responsibilities involved. 


We have also compared the projected expense ratio with those for 


other well managed funds of similar size. It is approximately in 
line with other such ratios. It will be above average ovly if the 


results are significantly above average. This is as jt should be, in 
our judgment. 


Allocation of Brokerage 


We recommend no change at this time in the method of directing 
brokerage business. Because of the relatively low rate of povtiolio 
turnover (only 12.1 percent in 1670), the volun2 of commissions paid 

, 


is small fov a fund of Cheaical fund's size (only some $659,005 in 
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vt? 4} ”Y “Ac co nt 1? NCAT ~- ~er Attn . + 7 ~ 
LON SO many Yroposais under ciscussion rerarcinge necotict 
ad oe 


Sion rates, institutional membership, and the possibility 0: 


wv “4 bad P tem 2 2 40 ° 2 30 1 . e607 - ) 4e¢, - nc . 
un dling’, we beiieve that it would be unwise to alter Lresen 
ehabalehaledeitetele te Wa Wnaner omar hawouear that the subtart he revytawnad 

ue im» &s SrntCll lode ’ . ii @ ow ® i were ae iff tats y =e me : # « nae & 
rronotly in light of any develonr S curing the year. 


The material improvement in sales during 1970 is noted with 
l ‘ t r Follows: 


Year Sales*® Redemptions 


1970 $37.2 $22.4 
1969 24.6 20.3 
22.9 


1968 
*Excluding reinvestment of capital gain distributions. 


In view of this recent progress in maintaining the vitality of the 
Fund, we believe that no change in the distvibution agreement js 
appropriate at this time. We note, however, that the distribution 
function still produces an operating loss for M&D. We also note that 
T. Rowe Price Growth Stock Fund, a no-load fund wiih no better recent 
recorc, showed a superior record of net sales. 

Since possible changes in the commission structur2 could affect 
competitive conditions in the sale of fund shares, we reeormend that 
the entire question of the best distribution method for Chemicel. Fund 
heres be reviewed again not latex» than at the September boam meoting. 


Respectfully subwitted, 


~ f 
Pyad Ch f 
LAL OF 8 Wy fl 
\LF PCa E. Driscoll % 
, 
Tee “| C7! AG 8 ae ie 


Roger F. Murray 


( 


Tebruary 17, 1971 
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_Menvrandur for che Board of Directors of © wmical Pund, Tne, HAayo 


The purpose of this memorandum is to record the conclusions 
reported verbally vy the subcommittee of disinterested directors 
at the January 19 Board Meeting. This memornacdum also includes 
some background materia). on performance not previously presented 
to the Board because it was only subsequently made uvailable from 
the term paper prepared by a student in Professor Murray's port- 
folio management seminar. 


Performance 


The year 1971 was a materially better year for Chemical 
Fund's performance then ]970 when compared with market indexes. 
The record was not impressive, however, when compared with the 
three other high-quality growth stock funds to which Chemical Fund 
is most similar in investment objectives. ‘The less favorable re- 
sults in the most recent period may reflect inclusion in the port- 
folio of investments in American Tel. & Tel. or other more slowly 
growing compenies during a major portion of the year. 


‘ased upon the Arthur Lipper Mutual Fund Performance Anal- 
ysis, cle results on a total return basis for one, three, and 
five years are as follows: 


- - - - - - Total Return - - - - - - 
Etat EL to 1/1/69 to 1/1/67 to 


12/31/71 12/31/7) 12/31/71 

Chemical Fund 20.95% 20.04% 66.82% 
Mass. Inv. Growth 23.20 Bh Wide 51.5% 
National Investors 28.12 21.66 73.03 
T. Rowe Price Growth NE 8 25.81 73.09 
15 Growth Funds (a) 20.53 3.67 50.90 
-S.& P 425 Industrials (b) BAL Seay - 0.27 32.24 


(a) Funds having assets in excess of $500 million on 9/30/7) 
including the above four funds. 

(b) Change in price only; not total return, which would be about 
3 per cent per annum higher. 


The Lipper ranking of 526 funds for 1971 and 279 for the 
five years 1967/71 showed the following results 
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197) 2967/7) 
Chemical Fund L76 52 
Mass. Inv. Growth 141 109 
National Investors 88 37 
i. Rowe Price UCrowth 51 35 


2 


& Comparisons suggest that Chemical Fund's performance, excel- 
lent in the difficult years 1969-1970 compared with other growth 


funds, became relatively less impressive only when market prices 
showed a substantial improvement. This is another way of saying 


that the beta coefficient for the Chemical Fund portfolio is sig- 
nificantly less than 1.0, apparently lower than it was in prior 


years, 


The following comparison for the years 1961-1970 provides 
n analysis of Chemical Fund's performance in somewhat greater 
detail over a longer period of time: 


Total Risk 
High Quality Growth Funds ceturn Alpha Beta Index 
Chemical Fund 10.95% 2.39 0.94 [oe 
Mass. Inv. Growth 8.79 0.54 0.91 1.07: 
National Investors 9.30 1.30 0.88 2,03 
T. Rowe Price Growth 9.77 2.06 0.85 0.99 
Other Large Funds 
Dreyfus 10.50% 0.99 1.04 1.17 
Enterprise 26.11 1.40 2.65 3.47 
Fidelity Capital Laso8 1.24 1.35 1.66 
Keystone S-4 LOZ25 -5.20 1.68 1.99 
Oppenheimer 15.91 2.21 1.50 1.65 
Putnam Growth 10,39 -1.85 Looe 1.50 
United Science 7.24 -2.89 be BF 1.31 
Windsor 11.16 1.34 1.08 1.26 


Note: None of the alphas is statistically significant; all of 
the betas are. The risk index is the ratio of the stan- 
dard deviation of the fund's average return divided by. 
the standard deviation of the market's average return, 
“This index in our opinion is a better measure of the risk 
or variability characteristics of the various portfolios 
than the beta coefficient, but is less widely used. 
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In this longer view of Chemical Fund's performance, the 
evidence of efficiency is highly persuasive. The achievement of 
relatively cood returns with relative y low risk reflects favor- 
ably on the selection of individual issues and the busie concent 
of the Fund to invest "in a wide range of scientifically oriented 


companies.... where chemistry, chemical processes or other sciences 
interrelated with chemistry play an important role,” 


Incentive Compensation 

As previously discussed, we believe that the present incen- 
tive compensation and the method of computing it are in the best 
interests of sharcholders in that they provide a reward for 
superior results over a three-year period. We confirm our strong 
endorserent of the present terms of the management agree nent, 


We note that the expense ratio has risen in recent years 
because of (1) the substitution of cash fees for compensating 
balances in paying for certain services and (2) the increase in 
compensation to the manager designed to enhance the incentives and 
rewards for superior investment management. We believe that 
expenses are uncer good control despite rising costs in al] aspects 
of the business. ‘Je also note that the expense ratio is not out of 
line with representative funds of comparable size. 


Allocation of Brokerage 


The present prospectus and the vote of shareholders at the 
Annual Meeting clearly state the position which we recommend on 
the matter of allocating brokerage. Since the position of the 
disinterested directors on handling brokerage has been stated and 
reaffirmed over the years. we have nothing to add at this time. 


We have noted the careful review made by the Porttolio Com- 
mittee of negotiated commissions. We believe that a record of 
diligence and good judgment has been clearly established. Con- 
sidering the greater importance of obtaining a good execution, 
moreover, we see this whole question as being a very limited sig- 
nificance to the total results achieved for shareholders. Never- 
theless, we recommend that the Portfolio Committee or the full 
Board continue to review negotiated commissions from time to time. 


Distribution 


The record of distribution of Chemical Fund shares continues 
to show improvement in the face of generally less favorable 
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. 


Amounts in Millior 
jf 
Sales Redemnt io: 
197) > 54.8 > 26.2 
970 37.2 22.4 
L969 46 20.3 
L9/ 22.9 23.2 
With this excellent ‘ord and improvement in the resulting cash 
flow to the Pund, we tiave seen no reason to make any changes in 
the distribution agreenient at this time. 
Respectfully submitted, 
— 
f << v 
Cc <2 —- o@ og — 
“James S. Coles 
(ley 4 ’ 2 ere a 
Roger F. Murray 
March 27, 1972 
/wh 
*y 


| 
/ 


349 


y PLAINTIFF'S EXHIBIT 124. 
January 15, 1973 


REPORT TO THE UNAFFILIATED DIRECTORS OF THE CHEMICAL FUND IN REGARD 
TO THE RENEWAL OF THE MANAGEMENT AND DISTRIBUTION AG" EEMENTS. 


This memorandum summarizes the cenclusions of the sub-com- 
mittee of unaffiliated directors of the Chemical Fund regarding the 
renewal of the Management and Distribution Agreements of the Fund with 
F, Eberstadt and Co., Managers and Distributors, Inc. (M&D). We 
recommend renewal of these agreements for tne ensuing year with the 
modifications from the present agreements as discussed below. 


The Committee met on January 12 to review the materials which 
had been furnished to each member, to discuss with Messrs Porter and 
Williams the modifications of the incentive Management fee arrangements, 
and to dis:uss the renewal of the agreements and other matters. Data 
were furnished to the Committee covering .the performance of the Fund, 
the expense ratio of the Fund, the financial statements of M&D and 
the allocation of expenses of M&D between this Fund and the Eberstadt 
Fund, the sales records of the Fund, the handling of brokerage by 
MGD, craft changes of the Management Agrcement, organization chart and 
background material on M&D personnel, and relevant comparative data 
with a selection of other leading funds. Initially we want to commend 
M&D for the completeness and usefulness of the material furnished. 


We are all aware of the excellent performance record of the 
Fund and the equally excellent sales record. As to performance the 
Fund ranked among the top half-dozen during the calendar year 1972 and 
far outstripped the S&P 425 stock average, +29.3% as compared to 
+17,0%. Gross sales of shares during 1972 also reached a record high of 
$118 million, more than double the preceding vear,,and net sales 
amounted to $80 million, an increase of 180.4% over 1971, This latter 
figure is in sharp contrast to the net redemptions for the mutual fund 
industry 43 a whole. We also nute ihe relatively low portfoiio turnover 
of the Fund, and the fact that the expense ratio of the Fund is at 
about the average level of other leading funds. This latter level is 
despite the fact that many other Funds allocate brokerage internally 
and deduct such commissions from the management compensation. On-all 
counts we believe the record of the Fund has been outstanding and we 
commend M&D in the highest rms. We urge the continuation of the basic 
policies which have led to such an outstanding record. 


We also discusse’1 the allocation of brokerage commissions. 
The directors of the Fund have discussed this matter at length during 
the past year and have established clear cut policies for M&D. We 
recommend no changes in these present procedures for the allocation of 
brokerage arising from portfolio transactions. 


350 


PLAINTIFF'S EXHIBIT 124 


During the past year there have been several discussions with 


the SEC concerning the incentive ‘Management Fee used by the Fund. 
Unfortunately the SEC will not allow a continuation of the present 
arrangements, and recentiy has issued a set of rules relating to the 
method of calculating the incentive portion of a management fee. 

The Fund, consequently, has a choice of reverting hack to a flat fee 
system of manecenent connensation or to amend its arrangements to 
conform to the new SEC Rules. M40 has proposed a revised incentive 


fee system which conforms to the new SEC rules and this Committee 
recommends its adoption. 


The proposed system involves five changes from the present 
arrangement: 


L} The investment record of the Fund as compared to 
the SGP 425 Index must be calculated on the so-called "total 
return" concept which means the sum of a) the change 
in net asset value per share during the ' quarters and 
b) the value of its cash distributions per share (both 
income and capital gains). The value of cash distribution 
of both the Fund and the Index are to be treated as 
reinvested in shares of the Fund or in the Index. 


2) The basic fee wil’ continue to be applied to 
the average daily net asscts for the most recent quarter, 
but the incentive related portion of the fee must be 
applied to the average daily net assets for the 12 
quarters used in the calculation of investment performance. 


3) The percentage brackets or step rates of the 
incentive fee are to be altered to smooth out the 
changes between brackets to a constant ratio of 0.01% 
of fee for every two percentage points of.superior or 
inferior performance. 


In addition to these three changes required 
by the SEC, M&D also proposes: 


4) A revision of the breakpoints of the basic fee 
applicable to levels cf assets below $1 billion in order 
to establish a scale which can be applied to other funds 
under M&D's management. The scale has been designed so that 
the aggregate basic fee at the $1 billion asset level will 
equal approximately 0.35%, its current, level, and” - 
ty 5) That the basic fee be paid monthly rather than 
quarterly. 


The Committee concurs in these changes. It would have preferred 
to avoid the modifications involving the total return concept and 
level of assets to which the incentive fee is applicable, but it still 
believes that the proposed revision which continues an incentive 
arrangement is preferabie to a return to a flat fee system. 
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Finally the Committee considered a proposal that the arrange- 
ment for directors f-es be modified to incorporate an incentive 
arrangement parallel -9 the management fee system, This suggestion 
was discussed at le~7th and the Committce recommended against the 
inauguration of such a system of incentive fees for directors. At 
the same time, the Committce noted that there had been no change in the 
level of directors fces for many years, and sugeests that the level 
of such fees may well be revised upward to reflect changes in the 
economy and the contributions of the directors since the fee level 
was established. It has suggested to M&D that it maxe a study of the 
level of directors fees in comparable Funds and present the results to 
the Board at a later date. 


Respectfully submitted: 


Alfred E. Driscoll 


Bertrund Fox 


Auguste Richard 
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l1lo4a New York Stock Exchange, Inc.—Constitution 230 10-72 


ARTICLE XV 


Commissions and Service Charges 


§ 1701 Obligation To Charge or Collect Commissions 


Sec. 1. Commissions shall be charged and collected upon the cxecution 
of all orders for the purchase or sale for the account of members or allied 
members or of parties not members or allied mer bers of the Exchange, of 
securities acmitted to dealings upon the Exchange and these commissions 
shall be at races not less than the rates in this Article prescribed; and shall 
be net and free irom any rebate, return, discount or ullowance made im any 
shane or manner, or by any method or arrangement direct or indirect. No 
bonus or percentage or portion of a commission, whether such commission 
be at or above the rates herein established, or any portion of a profit except 
as may be specifcaily ermitted by the Constitution or a rule adopted by the 
Board of Directors. shali be given. paid or allowed, wirectly or indirectly 
or as a salary or portion of a sale, to a clerk or person for business sought 
or procured for any member or allied member of the Exchange or member 
firm or member corporation. No member, member firm or member corpora- 
tion shall, in consideration of the receipt of listed business and at the direct 
or indirec: request of 2 non-member or by direct or indirect arrangement with 
a non-member, make any payment or give up any work or give up all or any 
part of any commission or other property to which such member, member 
firm or member corporation is or will be entitled. 


Commissions on other exchanges 


Notwithstanding the provisions of this Article, any member of the Ex- 
change or in ember firm or member corporation holding a membership or 


asscciate membership ig uscbu.s6 etchanze Iseatcd in th: United States , ut hold- 
ing a emer aP or associate membersnip in a Canadian exchauue, vi 
registered with a Canadian exchange as being entitled to a return of com- 


mission from maniacs of said exchange, may in respect of transactions made 
on such other exchange charge the rates of commission prescribed by such 
other exchange. 

Amendments. 

October 24, 1968, ctfective December 5, 1968 

Adopted March 1, 1972 


7 1702 Commissions on Stocks, Rights and Warrants 


Sec. 2. STOCKS, RIGHTS AND WARRANTS (hereinafter referred 
to as “stocks’’) 


Non-member rates 


(a) On that portion of an order involving an amount of $300,000 or less, 
on business for non-members and allied members, including joint account 
transactions in which any such person is interes*+d: 


On 100 shere orders 


(1) On each order for 100 shares, commissions shall be based upon 
the ainount involved in the order and shall not ve less than the rates 
hereinafter specified: 


91701 Krt. tv @ 1972, Commerce Clearing House, Inc. 
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255 3-74 New York Stock Exchange—Constitut. . 1105 
Ainount Involved in the Order Minimum Commission 
Avove $2,009—but under $2.500 1.3% of moi.ey involved + $12.00 
$2,500—and above 0.9% of money involved + $22.00 


Notwithstanding the foregoing: 

(i) When the amount iavelved in an order is $2.000 or less. the 
minimum comunission shall be as mutually agreed. 

(ii) The minimum commission on an order for 100 shares shall 


not oxceed $65.00. 


Multiple roun. lot orders 


(2) On each multiple round lot order for 200 shares or more, com- 
missions shall be based upon the amount involved in the order and shall 
not be less than the rates hereinafter specified: 


Amount Involved in the Order Minimum Commission 
Above S2.000-—but under $2,500 1.3% of money involved - S 12.00 
§ 2,500—but under $ 20,000 0.9% of money involved + $ 22.00 
$20,000—but under $ 30,000 0.6% of money involved + $ 82.00 
§30,000—to and 0.4% of money involved + $142.00 


including $300,000 
Plus a charge for each round lot of 100 share: within the order as 


follows 
First to tenth round lot $6.0 « lot 
Eleventh round lot and above $4.90 per .wund lot 


Notwithstanding the foregoing: 
(i) When the anount mvoived in an order is $2,000 or iess, the 
minimum commission shall be as mutually agreed. 


(ii) The minimum cow sission per round Jot shall not exceed 
the singie round lot commission computed in accordance with the 
provisions of paragraph 2(a) (i). 


6dd lot orders 


(3) On any odd lot order, commissions shall be based upon the 
ainount involved in the order and shall not be less than the rates specified 
in paragraph 2(a) (1), less $2.00. 


Notwithstanding the foregoing: 

(i) When the amount involved in an odd lot order is $2,000 or 
less, the mininuum commission shall be as mutually agreed 

(ii) The minimum commission on an odd lot order shall not 
exceed $65.00. 

(iii) When one or more odd lot orders plus one or more round 
lot orders are executed in the same security, on the same day, for 
the s2me account, on the same side of the market, the commission(s) 
or such odd lot order(s) shall not exceed the commission which 
would be chargeable with respect to the nearest round lot in excess 
of such odd lot order(s), 


(4) On that portion of an order involving an amount of $300,000 or 
less, on stocks selling below $1.00 per share, commissions shall be based 


New York Stock Exchange Guide Art. XV 9 1702 
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1106 New York Stock Exchanve—Ccnstitution 255 3-74 


upon the amount involved in the order and shall not be less than the 
rates hereinafter specified: 


Amount Involved in the Order Minimum Commission 
Above $2.000—but under $10,000 5.0% of money involved + § 34.00 
$10,0C0O—and above 4.0% of money involved +- $134.00 


Notwithstanding the foregoing, when the amount involved in an order 
is $2.000 or less. the commission shall e as mutually agreed. 

(5) On any order involving an amount not in excess of $5,000, the 
commission computed in accordance with this paragraph 2(a) shall be 
increased by 10%. On any order involving an amount in excess of 
$5.CCO, the commission computed in accerdance with this paragraph 2(a) 
shail be increased by 15% 


Intra-member rates for floor brokerage and clearance 


(b) On that portion of an order involving an amount of $300,000 or less, 
on business for members of the Exchange when a principal is not given up, 
commissions shall be based on the number and price of shares in the order 
as follows: 


-———_———_————-Number of Shares 


Second Sixth Eleventh Fifty- 
Through Through Throvgh First 
First Fifth Tenth Fiftieth And 
(1) Price per Share Hundred Hundred Hundred Hundred Above 
Beiow 8/32 of $1.00 $0.20 $0.20 $0.10 $0.10 $0.10 
8/32 of $1.00 and above, but 
under $1.60 1,00 1.00 0.90 0.£0 0.70 
Sl ard above, but ender $ 2 2.40 2.40 2.00 1.80 1.60 
2 and above, hut under 4 2.¥0 2.60 2.40 2.20 2.00 
tand above, but under 6 3.30 3.10 2.90 2.40 2.00 
6 and above, but under 8 3.80 3.60 3.40 2.60 2.20 
8 and above, but under 10 4.30 4.10 3.90 2.80 2.40 
19 and above, but under 12 4.80 4.60 4.40 3.00 2.60 
12 and adove, burt under 14 5.30 5.10 4.80 3.20 2.80 
14 and above, but under 16 5.80 5.60 5.20 3.40 3.00 
16 and above, but under 18 4.20 6.00 5.50 3.70 3.20 
18 and 2dove, but under 20 0.60 6.40 5.80 4.00 3.40 
20 and above, but under 25 7.00 6.80 6.20 4.60 3.80 
2. .. . above, but under 30 7.40 7.20 6.40 5.20 4.40 
3 wa above, but under 35 7.60 7.40 6.60 5.80 5.00 
33 and adove, but under 40 7.80 7.60 6.80 6.20 5.40 
40 and above, but under 50 8.40 8.00 7.20 6.60 6.20 
50 and above, but under 60 9.90 8.60 7.80 7.00 6.60 
60 and above, but under 75 9.00 8.80 8.00 7.40 7.20 
75 and above 9.00 9.00 9.00 8.20 8.00 


(2) Notwithstanding the foregoing, when the amount involved in an 
order is less than $100, the commission shall be as mutually agreed. 


Intra-member rates for floor brokerage 

(c) On that portion of an order involving an amount of $300,000 or less, 
on business for members of the Exchanve when a principal is given up, com- 
mission shall be based on the number and price of shares in the order as 
follows: 


91702 Art. XV © 1974, Commerce Clearing House, Inc. 


392 


DEFENDANTS' EXHIBIT D 


255 3-74 New York Stock Exchange, Inc.-—Constitution 1107 


——Number of Shares—————— 


Second Sixth Eleventh Fifty- 
Through Through Through First 
First Fifth Tenth Fiftieth And 
(1) Price per Share Hundred Hundred Hundred Hundred Above 
Below 8,32 o: $1.00 $0.10 $0.10 $0.05 $0.05 $0.05 
8/32 cf $1.00 and above. but 
uncer $1.09 0.50 0.50 C45 0.40 0.35 
S$ 1 and above, but under 5 2 1.20 1.20 1.00 0.90 0.80 
2 and above, but under 4 1.40 1.30 1.20 1.10 1.00 
4 and above, but under 6 1.65 1.55 1.45 1.20 1.00 
6 and above, but under 8 1.90 1.80 1.70 1.30 1,10 
8 and above, but under 106 2.15 2.05 1.95 1.4 1.20 
10 and above, but under 12 2.40 2.30 2.20 1.50 1.30 
12 and above, bui under 4 2.65 2.55 2.40 1.60 1.40 
14 and above, but under 16 2.90 2.80 2.60 1.70 1.50 
16 and above, but under 138 3.10 3.00 2,75 1.85 1.60 
18 and above, but under 20 3.30 3.20 2.90 2.00 1.70 
20 and above, but under 25 3.50 3.40 3.10 2.30 1.90 
25 and above, but under 30 3.70 3.60 3.20 2.60 2.20 
30 and above, but under 35 3.80 3.70 3.30 2.90 2.50 
35 and above, but under 40 3.90 3.80 3.40 3.10 2.70 
40 ard above, but under 50 4.20 4.00 3.60 3.30 3.10 
30 and above, but under 60 4.50 4.30 3.90 3.50 3.30 
60 and above, but under 75 4.50 4.40 4.00 3.70 3.60 
75 and adore 4.50 4.50 4.50 4.10 4.00 


(2) Notwithstanding the foregoing, when the amount involved in an 
order is less than $100, the commission shall be as mutually agreed. 


Odd lots 


(3) Notwithstanding the provisions ui subsections (ij, and (2) of this 
paragraph (c), the commission rate in stocks, when the amount dealt in is 
less than the unit of trading, shall be not less than 1¢ per share on stocks 


selling below $10 per share, and 2¢ per share on stocks selling at $10 per 
share or more. 


Definition of an order 
(d) For the purposes of this Section 2 

(1) A round lot order shall be deemed to include all purchases or 
sales for one account, of a single security, on the same day, pursuant to 
a single order, amounting to 100 shares or any r ‘ltiple thereof, irrespec- 
tive of the unit of trading in the stuck. This definition applies whether 
the order is received from a non-member, allied member, member, mem- 
ber firm or member corporation. 

(2) An odd lot order shall be deemed to include all purchases or 
sales for one account, of a single security, on the same day pursuant to 
a single order, 2inounting to less than 100 shares, irrespective of the unit 
of trading in the stock. Any odd lot order shall be dcemed to be a sepa- 
rate order whether combined with a round lot order or standing alone 
This definition applies whether the order is received from a non-member, 
allied member, member, member firm or member corporation. 


Determining amount involved in an order 


(c) In determining the amount involved in an order, commissions and 
taxes shall be disregarded. 
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(f) Notwithstanding the rates prescribed in paragraphs 2(a)(1) and 
2(a)(2), when the ‘mount involved in an order exceeds $300,000, the min- 
imum commission to be charged pursuant to those Paragraphs shall apply 
to the maximum number of round lot transactions involvit gin aggregate 
amount not in excess of $300,000. The Exchange shall from time to time 
prescribe the procedures to be loilowed in computing commissions pursuant 
to this Article. 


Special rates 


(g) Notwithstanding the rates prescribed cisewhere in this Section 2; 
the commission rates to members, allied members and non-members upon 
Stocks which, pursuant to call or otherwise, are to be redeemed within tweive 
months shall be such rates as may be mutually agreed upon, provided, how- 
ever, that such rates shall apply to transactions in any specific stock only 
after announcement to that efiect has been made by the Exchange, and pro- 
vided, further, that the Board of Directors may determine special rates on 
any or al! such securities. 


(h) A member, member firm or member corporation may, on orders 
Which he or it receives from a nonmember broker which is a citizen of the 
United States or Canada or a partnership or a corporation created or organized 
under the laws of the United States or Canada, or any state or province there- 
of, which does not have as a parent any party other than a citizen of the 
United States or Canada or a corporation or a partnership created or organized 
under the laws of the United States or Canada, or any state or province 
thereof, whose principal place of business is in the United States or Canada, 
or any State or province thereof, and which is a member of the Vational As- 
sociation of Securities Dealers, Inc. or is subject to See. I3(b)(8) of the 
Securities Exchange Act of 1934, for the account of any customer who js 
not an affiiiated person of such nonme i [ 
rd cf Diresiurs, whose account ts Curried DY Such non- 
member broker or is introduced by such nonmember broker to such member, 
member firm or member corporation, allow not in excess of a 409 «' count 
trom the commission computed in accordance with the provisions of para- 


aber broker within the messing of 
inber broker within wiC Meaning ot 


the rirle> afk 41 Da. 


gtaph 2(a), provided that such nonmember broker is subject to an agreement 
in writing 25 provided by rule adopted by the Board of Directors, which 


agreement has not been terminated, containiny such provisions as may be 
required from time to time by rule adopted by the Board of Directors and 
Providing that any such discount so allowed shall be retained by such non- 
meniber broker free from any rebate, return, discount or allowance made in 
any shape or manner, or by any method or arrangement, direct or indirect, 
to or for the benefit of any Customer of such nonmember broker except that 
with respect to any order for the account of a customer whose account is 
introduced to such nonmember broker by a second nonmember broker, the 
nonmember broker may allow all or any portion of such discount to such 
second nonmember broker provided that the second nonmember broker would 
qualify for a discount under the provisions hereof had it introduced its cus- 
tomer’s account directly to the member, member firm or member corporation 
and is itself subject to a similar agreement. 


Amendments. 

October 29, 1933, effective November 9, 1953, 
April 3, 1933, cfisctive May 1, 1958, 

March 5, 1 »etective March 30, 1959. 
October 24, 1968, effective December 5, 1968. 
April 19, 1971. 
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April 24, 1972 

April 19; 1073 

Septetnber 25, 1973 

March 20, 1974, etfective April 1, 1974 


(See Rule 380 [{[ 2380] Special Commission Rates— Rights and Werrants 
Selling Below 50¢.) 


1 1703 C. mmission on Bonds 
Sec. 3. BONDS 
Non-member rates 


(a) On business for non-members and allied members, including joint 
account transactions in which any such person is interested, the commission 
rates shall be not less than the following: 


Rate per $1,000 
Price per $1,000 of Principal _of Principal 
Selling at less than $10 S fo 
Selling at $10 and above but under $100 1.25 
Sell’ = at S100 and above 2.50 


Intra-member rates for floor brokerage and clearance 


(b) On business for members of the Exchange when a principal is not 
given up, the commission rates shall be not less than the following: 


Rate per $1,000 


Price fer $1,009 af Principal of Principal 
Selling at less than SIU > .50 
Selling at S10 and above but under $100 62% 
Selling at $100 and above 1.25 


Intra-member rates for floor brokerage 


(c) On lusiness for members of the Exchange when a principal is given 
up, the commission rates shall be not less than the following: 


Rate per $1,000 
Price per $1.000 of Principal of Principal _ 
Selling at less than $10 $ .25 
Selling at $10 and above but under $100 37Y 
Selling at $100 and above BY fa. 


Special rates 


(d) Notwithstanding the foregoing, the commission rates to members, 
allied inembers or non-members upon obligations of the United States, Puerto 
Rico, Philippine Islands and States, Territories and Niunicipalities therein; 
upon obligations of any international authorities in which the United States 
iS a participant; upon bonds or notes having five years or less to run; and 
upon bonds or notes which, pursuant to call or otherwise, are to be redeemed 
Within twelve monthy, shall be subject to rates as may be mutually agreed 
upon: provided, however, that the Board of Dircetors may determine special 
rates on any or all such securities. 


Aintndment. 
March 29, 1956. 
March 7, 1°63. 
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zor RELEASE Monday, November 10, 1969 


at SECURITIES AND EXCHANGE COMMISSION 
_ 


4nd? Washington, D.C. 


a 
er at ny \- 
$ECURITIES EXGUNGE Ac OF 1934 


zeleas2 No. 8746 a, a 
’ apes 
‘ 
- is 
The’ Securities and Exchange Commission today released a letter written 

by Philip A. Loomis, Jr., its General Counsel, in response to an inquiry 
wiich had been received concerning certain aspects of the obligations of 
sutual fund managements and brokers with respect to commissions on portfolio 
brokerage Of mutual funds. The letter is as follows: , 


"This is in reply to your letters in which you raise several 
Significant questions concerning the obligations of mutual fund 
managements and brokers with respect to commission on portfolio 
brokerage of mutual funds. . By ‘mutual fund management,' I mean 
not only the officers and directors of the fund but also any 
investment adviser or management company which serves the fund. 


"As you know, the Commission is conducting hearings and a 
study of exchange commission rates aid the exchanges are also 
engaged in further reconsideration of this matter. Any con- 
clusions expressed in this letter are naturally subject to 
modification in the light of these developments or further 
consideration by the Commission of the results of these studies. 


"You first ask whether mutual fund management has a fiduciary 
duty to acquire a stock-exchange seat, directly or through an 
affiiiate, in order to utilize this means to recapture brokerag 
which in turn will be offset against management charges. We do 
not believe that management has this duty if in the exercise of 
its best business judgment management determines that it is not 
in the best interest of the fund to create such an affiliate. 
Proposed Rule 10b-10, as puclished for comment on January 26, 15908, 
to which you refer, has been withdrawn. 


"AS you suggest, the statements in letters from the Commission 
to stock exchanges in connection with their adoption of rules 
abolishing the customer-directed give-up, that the Commission 
understood that these rules were not designed to terminate pro- 
cedures whereby institutions may obtain returns of commissions 
merely reflected, in our view, that the exchange rules with 
respect to customer-directed give-ups did not, and were not 
intended to, terminate the existing arrangements which a few 
mutual fund organizations have made for the indirect recapture 
of a portion of their commissions. It is my understanding that 
this is not presently accomplished by means of customer-directed 
8ive-ups, which have been abolished, but in other ways, primarily 
by reciprocal practices. If these reciprocal practices are avail- 
able to fund managements, it did nct seem appropriate to foreclose 
their use to benefit the fund itself. 
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"It should be understood, however, that if mutual fund 
management does acquire a seat on a regional stock exchange whose 
rules permit the recapture of commissions paid by the fund through 
the use of that seat, there may be circumstances under which such 
recapture could be required and that the management may not be 
free to simply retain for itself revenues derived from this source. 
This is particularly likely to be true where the affiliate on the 
exchange does not execute or clear transactions for the account of 
the fund, but merely receives revenue from ocher brokers, which 
revenue is attributable to transactions executed for the account 
of the fund by such other brokers. 


“You also inquire concerning the obligations of a broker who 
is aware that an affiliate of an investmcnt company is participating 
in commissious attributable to transactions for that company in 
which the broker is also participating. Questions of this general 
nature are presented in certain administrative proceedings which are 
pending and of which you are aware. In view of this, I do not think 
it appropriate for me to discuss them at this time. 


"In your le crs you suggest various courses of action which 
the Commission might take with respect to the question of so-calied 
‘institutional membership’ and other aspects of the commission rate 
structure. Decisions on these matters will have to await further 
developments in the inquiries concerning the commission rate 
structure to which | referred earlier." 


wat 9 BOF Maing! Sues X—-Z—JA 
ie SS D5A-u 
’ tin eet Ser. OF 
NHVIGVUSIT Niry 
TIIRHOUD Y ‘YAITRINS » 
OiWd $3342 33¥iS0d 


BOlSSiowed atengary pee S9yj128995 “Sn SAVO BAIA WdLaY NUNABY 


SSANISNG WiIdI440 
6YSOZ ‘D"U 'NOLONIHSYM 
NOISSINWOD SONVYHIXA GNY SZILR 
SaLvis G3LINN 


375—-Affidavit of Service The Reporter Co., inc., 11 Part Frace, ‘Wew York, N. ¥. 10007 


UnitedS States Court of Appeals 
Por The Second Circuit 


ee ereeenssneesseenenneeseeeeeeeee 


Susan Tanrenbaun 
Plaintiff-appellant 
against 
Robert 4%, Zeller et al, 


Defendants-Appellees \ AFFIDAVIT 
OF SERVICE 
Om appeal from the United States District Court 
for the Southern District of New York 


Ss Ssssssssenssssssssssssnsestnsnsssssmesessese 
State or New York. 
County or New YorK, ss: 


; B ‘ 
Raymond J, Braddick, agent fo draham J, BrillEsa, being duly sworn, 
deposes and says that he is over the age of 21 years and resides at 
8 Mill Lane Levittown, New York 
That on the 17th, day of November , 1975 


he served the annexed Bréef for Plaintiff-Appellant and Appendix upon 
1. Sullivan & Cromwell 


Attorneys for Defendants-Appellees 
PF, Eberstadt & Co, Ince, F, Eberstadt & Co, 


1. Sullivan « Cromwell 
Attorneys for Vefendants-Appellees 
F, Eberstadt & Co, Inc., F, Fberstadt & Co, 
agers and Distributord Inc., and 
Rebert G, Zeller 
48 Wall Street 
New York, New York 


2. Walsh & Prisch Esqs, 
Attorneys for “efendant-Appellee 
Chemical Fund Inc., 
250 Park Avenue 
New York, New York 


in this action, by delivering to and leaving with said attorneys 


three true copies to each thereof. 


Deronent Furruer Says, that he knew the persons so served as aforesaid to be the persons 


mentioned and described in the said action 
Deponent is not a party to the action. 


Sworn to before me, this 17th, ae P 


day of ...... November s,s 1975 ee lghtagpraneant lal Dares ae... 


Notary Public, State of New York 
No. 4509705 C 
Qualified in Delawere County 
Commieion: Expires March 30, #97 


